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STATE TAXES AFTER THE 1956-1957 
LEGISLATIVE SESSIONS 


L. LASZLO ECKER-RACZ * 


HE 45 state legislatures which met 
in 1957 and the 38 which met in 
1956 left their imprint on state tax rates 
but did not change the shape of the 
states’ tax systems. The majority in- 


creased rates and altered some structural 
features of one or more important reve- 
nue producers, but there were no signifi- 


cant new tax enactments. 

The general sales tax remains the 
largest single revenue producer both for 
the states as a group and for half of the 
states individually. In fiscal year 1957 
it provided 23.2 per cent of all state tax 
revenues. The second most important 
revenue producer was the gasoline tax, 
contributing 19.4 per cent. All auto- 
motive taxes, including the gas tax and 
licenses, accounted for 28.9 per cent, in- 
dividual income taxes for 10.8 per cent, 
corporate net income taxes and general 
corporate licenses for 9.6 per cent, and 
taxes on the gross receipts of insurance 
and public utility companies for 5.3 per 
cent. Tobacco taxes, property taxes and 
death/gift taxes each provided less than 

* This article does not necessarily reflect the views 


of the United States Treasury Department, with 
which the author is associated. 


§ per cent of total state collections. This 
was true also of the alcohol taxes and 
licenses, but inclusion of the profits of 
the state liquor monopolies would raise 
the liquor consumers’ contribution above 
the § per cent level. To use another 
classification, the several taxes based on 
sales and gross receipts accounted for 
$50 of the $87 of state taxes collected 
on the average from every man, woman 
and child in the United States in fiscal 
year 1957. The new legislation is not 
expected to alter this general pattern 
materially. 


Individual Income Taxes? 


Individual incomes continue to be 
taxed in 31 states and the District of 
Columbia. There has been only one ad- 
dition to the list in the past 20 years and 
none in the past 10 years. Such impor- 
tant industrial states as Illinois, Michigan, 
New Jersey, Ohio and Pennsylvania have 
not enacted this tax. 

In the states with established income 
taxes the trend in tax rates continues 

1 Sources: Commerce Clearing House, State Tax 


Reporter and Municipal Finance Officers Association, 
Municipal Nonproperty Taxes, 1956 Supplement. 
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upward. Five states (Idaho, Kansas, 
Kentucky, Montana and Oregon) and 
the District of Columbia increased their 
rates. Oregon incorporated its tempo- 
rary 45 per cent surtax into its perma- 
nent rate structurc. One of the above 
states (Idaho) and icur others (Massa- 
chusetts, Minnesota, Mississippi and Wis- 
consin) prolonged the lives of temporary 
surtaxes, expressed as a percentage of the 
tax liability under the permanent tax 
rates. These temporary surtaxes range 
from 5 per cent in Minnesota to 20 per 


TABLE I 
Srate Tax Corrections, 1957 


Amount 
(in mil- 
lions) 


Per Cent 
of Total 


Individual income tax .... $ 1,568 10.8 
Corporate net income tax .. 984 68 
Corporate licenses 7 28 
Insurance and public utility 

gross receipts taxes 3 53 
General sales taxes 23.2 
Automotive taxes and 

licenses 28.9 
Alcoholic taxes and licenses 4.5 
Tobacco taxes 3.8 
Property taxes 3.3 
Death and gift taxes 23 
Other taxes and licenses .. ; 83 


Total tax collections .. $14,509 100.0 


Source: Adapted from Bureau of the Census, 
“State tax collections in 1957,” August 25, 1957. 
(Data are preliminary for the 12-month period 
ended June 30, 1957 except for two states with 
earlier closing dates.) 


cent in Massachusetts and Wisconsin. 
Massachusetts also extended the life of 
its 1 per cent additional tax on incomes 
from professions, employment, trade and 
business and of the 3 per cent tax on 
gains from intangibles. Moreover, Vir- 
ginia, which since 1952 has had in effect 
a temporary tax reduction contingent 
on and measured by the excess of reve- 
nue receipts over budget expenditures, 
repealed it after four years of operation. 
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At the same time, it accelerated the due 
date of its income tax to lump two years’ 
tax collections into 1957. 

Only two states reduced income taxes 
and only temporarily. Colorado allowed 
a 20 per cent reduction in tax liabilities 
for 1956 and 15 per cent for 1957. 
New York continued its temporary tax 
reduction equal to 15 per cent on the 
first $100 of tax and 10 per cent on the 
next $200. The aggregate reduction to 
individual taxpayers cannot exceed $35. 
In Minnesota, where the 5 per cent sur- 
tax was continued, the $5 head tax was 
repealed. At the same time, nonresi- 
dents were made taxable on all their in- 
come earned within the state. 

All but four of the income tax states 
now employ graduated tax rates. Two 
(Maryland and Massachusetts) differen- 
tiate between types of income, imposing 
flat rates on each, with higher rates on 
investment income than on earned in- 
come. Two other states (New Hamp- 
shire and Tennessee) tax only interest 
and dividend income at a uniform flat 
rate. 

The states with graduated rates em- 
ploy varying numbers of tax brackets, 
two states (Louisiana and Virginia) using 
as few as three and one state (Wiscon- 
sin) as many as 15 brackets. The most 
common pattern, found in 16 states, is 
a rate structure consisting of five or six 
brackets. Only three states (Colorado, 
Minnesota and Wisconsin) employ more 
than eight brackets. 

The graduation in state tax rate struc- 
tures is generally confined to the lower 
and middle income areas. Six states 
reach their maximum rate at $5,000 and 
11 more at $10,000. In only three 
(Delaware, Louisiana and New Mexico) 
does tax rate differentiation extend above 
$25,000. Most frequently maximum tax 
rates range between 4 per cent and 6 per 
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cent. Only five have rates in excess of 
8 per cent. Oregon has the heaviest 
state income tax, with a top rate of 11.6 
‘per cent applicable to taxable income in 
excess of $8,000." 

The past two years evidenced some 
tendency to increase income tax exemp- 
tions. In addition to the temporary tax 
reduction already noted, Colorado in- 
creased personal exemptions from $600 
to $750 per capita. Oregon offset some 
of its tax rate increases by increasing 
personal exemptions from $500 to $600, 
but repealed its hardship exemption en- 
acted in 1945. That provision had al- 
lowed taxpayers, in addition to the 
regular personal exemption, a supple- 
mentary exemption equal to the amount, 
if any, by which the adjusted gross in- 
come of the single taxpayer fell short of 
$1,000 and of the married taxpayer, 
$1,500. Montana adopted the $600 fed- 
eral per capita exemption system, in- 
volving a reduction for families of less 
than four. Arkansas substituted tax 
credits for its personal exemptions which 
reduced the tax value of the exemption 
especially in the upper income brackets. 

The per capita principle in personal 
exemptions introduced into the Federal 
income tax in 1944 is now used by ten 
states. The per capita amount is $500 
in Vermont, $750 in Colorado, $800 in 
Maryland, and $600 in Delaware, Kan- 
sas, Montana, Oregon and Utah. Ken- 
tucky and Wisconsin allow a per capita 
tax credit. The supplementary exemp- 
tions for blindness and old age intro- 
duced into the federal income tax in 
1948 have now been adopted by 18 and 
13 states, respectively. 

2 However, Governor Holmes has called a special 
session of the Oregon legislature for October 28 to 
consider a $6 million income tax reduction and $5 
million of property tax relief in view of an unantici- 


pated $12 million increase in the state’s surplus. It is 
expected to vote a substantial income tax reduction. 
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The trend among the states to pattern 
their income tax after the federal law 
has continued during 1956-1957 but 
with considerably less momentum than 
might have been anticipated in view of 
the legislative interest in reducing the 
compliance burden of taxpayers and the 
administrative burden of enforcement 
agencies. The legislatures continue to 
prefer to make the computation of the 
state income tax liability a distinct and 
separate operation from the computa- 
tion of the federal liability. New Mexi- 
co’s experiment with giving its taxpayers 
the option to compute their state tax 
liability on the basis of 4 per cent of the 
federal liability was repealed in 1955. 
In that same year, Utah repealed its tax- 
payers’ option to compute the state tax 
on the basis of net income reported for 
federal income tax purposes. The closest 
approach to the use of a common tax 
base for state and federal purposes is the 
option allowed Arizona taxpayers to use 
federal net income less federal income 
tax and certain federal credits as the base 
for the Arizona tax. 

The standard deduction which gives 
taxpayers the option of using a per cent 
of adjusted gross income in lieu of item- 
izing nonbusiness deductions, introduced 
into the Federal Code in connection with 
the 1944 income tax simplification, has 
now been adopted by 25 states; the tax 
table, another federal tax simplification 
device, by 13 states. 

During the year Arkansas adopted a 
medical deduction and at least six states 
adopted April 15 as the filing date for tax 
returns. Utah adopted withholding for 
nonresidents, and Georgia made nonresi- 
dents taxable on income from Georgia 
sources. Wisconsin appears now to be 
the only state which exempts nonresi- 
dents, although a new Maryland pro- 
vision (apparently in deference to fed- 
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eral employees residing in Virginia and 
the District of Columbia) exempts the 
personal service income of nonresidents 
if it is subject to tax in the individual’s 
home state and if that state accords recip- 
rocal treatment to Maryland residents. 
An interesting innovation is the deduc- 
tion for political contributions, not in 
excess of $100, provided by California. 

The withholding of state income 
taxes by employers is attracting increas- 
ingly more interest. The District of 
Columbia instituted withholding in 1956 
and Indiana in 1957. Withholding is 
receiving serious consideration in other 
states as well. In Massachusetts, it was 
passed by the House but was blocked in 
the Senate. It was also recommended in 
Minnesota and urged in Virginia. This 
tax collection device is now used by 11 
states, the District of Columbia and two 
territories. In four additional states it is 
used to collect taxes from nonresidents 


only. 
Withholding is generally employed 
also in the collection of municipal income 


taxes. This postwar addition to local 
revenue systems is widespread in Ohio 
and Pennsylvania. The Ohio rates range 
between 1 per cent and 1 per cent. 
The Pennsylvania rates zre 1 per cent, 
with the exception of Philadelphia where 
a 1% per cent rate has been in effect 
since the first of this year. The income 
tax is imposed also by five cities in Ken- 
tucky (1 per cent to 1 per cent), by 
Gadsden, Alabama (1 per cent) and by 
Denver, Colorado. Denver’s tax (¥% 
per cent of the first $5,000 and 1 per 
cent on the balance of income) becomes 
operative January 1, 1958, if approved 
by the electorate on December 17, 1957. 


Corporation Income Tax 


During the biennium at least 14 states 
made significant corporate income tax 
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changes. Four states (Maryland, Penn- 
sylvania, Kentucky and Mississippi) in- 
creased their rates in 1956 and four more 
(Idaho, Kansas, Montana, and Oregon) 
in 1957. Oregon increased its corporate 
tax rate on public utilities from 4 to 7 
per cent and on banks from 8 to 9 per 
cent. At the same time, it reduced the 
rate on mercantile, manufacturing and 
business corporations from 8 to 6 per 
cent. Idaho substituted for its 11% per 
cent to 8 per cent graduated rate sched- 
ule a flat 8 per cent rate and added a 10 
per cent surtax. The corporation rate 
in Kansas was increased from 2 per cent 
to 3 per cent and in Montana from 3 
per cent to § per cent. Colorado, which 
since 1950 has allowed its taxpayers a 
20 per cent tax credit, reduced it to 15 
percent. Temporary increases in corpo- 
rate rates were extended for additional 
periods in Connecticut, Massachusetts, 
Minnesota, Pennsylvania and Rhode Is- 
land. In South Dakota the rate of the 
bank tax was raised from 3 per cent to 
4.5 per cent. 

A number of additional states adopted 
some of the revised provisions of the 
1954 Federal Revenue Code. Minnesota 
enacted the loss carryover and carryback 
provisions and Arkansas the depreciation 
provisions. During this year also Ar- 
kansas introduced a deduction for chari- 
table contributions limited to 5 per cent 
and enacted a 4-year loss carryover pro- 
vision. Another Arkansas provision ex- 
empts the out-of-state income of do- 
mestic corporations from taxation. 

The number of states taxing corpo- 
ate income has remained unchanged for 
several years. Corporate net income 
continues to be taxed in 32 states and 
the District of Columbia and contributes 
about one billion dollars to annual state 
revenues. Six states employ graduated 
rates; 26 and the District of Columbia, 





No. 4] 


flat rates. 

The flat rate state corporate taxes 
range from 2 per cent in Missouri and 
New Mexico to 8.8 per cent in Idaho. 
The most frequent rates are 4 per cent 
and § per cent. The distribution of 
these tax rates is now as follows: 


TABLE II 
Strate Corporate Tax RATEs 


Rate 


Number of States 


per cent 


mere Cor Co Ortho Ww bo 


“Includes District of Columbia. 


Of the six graduated rate structures, 
Kentucky employs only two brackets 
and follows the federal differentiation 
at the $25,000 level. Arizona’s and Wis- 
consin’s taxes employ seven tax brackets, 
Arkansas’ and Mississippi’s five, and 
North Dakota’s four. 


General Sales Taxes 


State legislatures made further prog- 
ress in strengthening their most pro- 
ductive tax, the sales tax. Collections 
from this source in fiscal year 1957 
reached $3.4 billion and exceeded the 
combined yield of all state taxes in 1940. 
Including local levies, the general sales 
tax yield has now reached $4 billion. 

There were no additions to the list of 
state sales taxes during the 1956-1957 
biennium unless Pennsylvania’s new tax 
qualifies for the exception. An earlier 
Pennsylvania sales tax enacted as a tem- 
porary measure in 1953 was allowed to 
expire in 1955. The current Pennsyl- 
vania sales tax was originally scheduled 
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to decline from 3 per cent to 2 per cent 
in 1957 but the 3 per cent rate has now 
been made permanent. Iowa, on the 
other hand, allowed its temporary 214 
per cent rate to drop to 2 per cent. The 
Governor vetoed legislation to continue 
the higher rate. 

Three states (Arkansas, Maine and 
Rhode Island) increased their sales tax 
rates, in each instance from 2 per cent 
to 3 per cent. However, as the result of 
an initiated petition, Arkansas’ rate in- 
crease will be submitted to the electorate 
in November 1958. During the year 
Connecticut and Illinois made their tem- 
porary rates permanent and North Da- 
kota reenacted its 2 per cent rate for an 
additional two years. Indiana revised 
the rate structure of its gross income tax. 
It reduced the 1% per cent rate on re- 
tailers, cleaners and laundries to ¥gths 
per cent but reduced the exemption al- 
lowed retailers from $3,000 to $1,000. 
At the same time it increased the whole- 
salers’ rate from 4th per cent to ¥gths 
per cent (except wholesale grocers, 11/2 
per cent) and that on banks, trust com- 
panies, building and loan associations, 
insurance companies, grain dealers, pub- 
lic utility companies, the professions, 
wages, salaries and real estate sales and 
rentals from 1 per cent to 11% per cent. 

In a number of states the base of the 
sales tax was broadened. Kansas ex- 
tended its 2 per cent tax to hotel rooms 
and occasional sales of automobiles. 
Michigan made its 3 per cent tax appli- 
cable to used automobiles. The 3 per 
cent Florida tax now applies to sale of 
alcoholic beverages consumed on the 
premises as well as to cigarettes, motor 
vehicles and clothing. In Washington 
the 10 per cent tax on retail sales of al- 
coholic beverages was made permanent. 
New Mexico removed from the list of 
exempt sales those to the U. S. Govern- 
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ment and made its tax applicable to pri- 
vate transactions within federal areas. 

Sales tax proposals received consider- 
able attention in a number of other 
states, including Massachusetts and Vir- 
ginia. In the latter the legislative issue 
was postponed by referring the matter 
for study to a special Commission and 
will probably be further deferred be- 
cause the revenues resulting from the 
acceleration of income tax payments, 
which telescoped two years’ payments 
into one, greatly exceed expectations. 

Sales of tangible personal property are 
now subject to a general sales tax in 33 
states and the District of Columbia. In 
all of these jurisdictions except Indiana 
and Missouri, the sales taxes are paral- 
leled by a use tax imposed on purchases 
outside the state. In 28 states the tax is 
limited to retail sales; in five, it applies 
also at other stages of distribution gener- 
ally at lower rates than apply to retail 
sales. With the exception of Indiana 
where the gross income tax rate appli- 
cable to sales of tangible personal prop- 
erty is ths per cent, the state tax rates 
range from 2 per cent to 3-1/3 per cent. 
Fifteen states and the District of Co- 
lumbia have 2 per cent rates and 15 have 
3 per cent rates. 

In seven of the states with sales taxes 
and in New York and Virginia, sales are 
taxed also by some local governments. 
In Illinois and California, where local 
taxes are collected together with the state 
tax, the local levies are widespread and 
virtually statewide. In Illinois these 
local rates are limited to 1% per cent on 
top of the state’s 2% per cent tax. In 
California the local rates are 1 per cent, 
raising the combined state-local rate to 
4 per cent. Local sales taxes appear also 
with some frequency in Alabama, Louisi- 
ana, Mississippi and New York. In 
Colorado they are imposed by two cities; 
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in New Mexico and Virginia, by only 
one city each. This tally of sales taxes 
does not include local business privilege 
license taxes used widely in several states, 
notably in the south. These are meas- 
ured by gross receipts of retail and other 
establishments at rates which occasion- 
ally exceed 1 per cent and thus approxi- 
mate low rate general sales taxes. 


Motor Fuel Taxes 


Increased consumption and successive 
tax rate increases have pushed state mo- 
tor fuel tax revenues to nearly $3 billion. 
They are second in revenue importance 
only to the general sales tax. 

Six states (Indiana, Nebraska, Okla- 
homa, South Dakota, Utah and Ver- 
mont) increased their gasoline tax rates 
during 1957 and one state (Massachu- 
setts) during 1956. Five additional 
states (Connecticut, Iowa, Montana, 
New Hampshire, and Pennsylvania) ex- 
tended the duration of earlier temporary 
rate increases for varying periods rang- 
ing into 1961, 

State gasoline tax rates now range 
from 3 cents per gallon in Missouri to 
7.58 cents in Oklahoma. The most fre- 
quent rate is 6 cents in effect in 18 states 
and the District of Columbia. In the 
majority of states (33)—6 cent, 612 
cent, and 7 cent tax rates prevail. While 
local governments also tax motor fuel in 
seven states (Alabama, Florida, Missis- 
sippi, Missouri, Nevada, New Mexico 
and Wyoming), their combined aggre- 
gate annual contribution to local reve- 
nues remain substantially below $50 
million. In Nevada the tax (1 cent) is 
collected for the counties by the state. 


Tobacco Taxes 


There have been no additions to the 
list of state tobacco taxes since 1955 
when Oregon and Missouri enacted cigar- 
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ette taxes subject to electoral approval. 
The Oregon enactment was rejected by 
the electorate, but Missouri’s tax was ap- 
proved and became effective on January 
1, 1956. Since that time, eight states 
(Kansas, Michigan, Montana, Nebraska, 
Vermont, Washington, Wisconsin and 
Wyoming) increased the rates of their 
taxes and three states (Massachusetts, 
Minnesota and Pennsylvania) extended 
the duration of temporary rate increases. 
Minnesota prolonged the 15 per cent 
temporary tax imposed on all tobacco 
products except cigarettes. Montana’s 
tax rate increase doubled the 4 cent 
cigarette tax, 3 cents of the increase be- 
ing temporary for financing of veterans’ 
bonus bonds. A 1 cent increase in Wash- 
ington is earmarked for servicing school 
construction bonds. 

State cigarette taxes are now in force 
in 42 states and the District of Co- 
lumbia, with rates ranging from 2 cents 


(Arizona and Missouri) to 8 cents (Lou- 
isiana and Montana) and in fiscal year 
1957 produced approximately $550 mil- 


lion. The most frequent tax rates are 
§ cents in force in 16 states and 3 cents 
in 14 states. The base of the state cigar- 
ette taxes is usually expressed in terms of 
packages of a specified number of cigar- 
ettes. In three cases the tax is based on 
retail price. 

Local cigarette taxes are now in effect 
in eight states (Alabama, Colorado, 
Maryland, Missouri, New Jersey, New 
Mexico, New York and Virginia). In 
most cases use of the tax is limited to a 
very few local jurisdictions (one each in 
New Jersey and New York). Municipal 
cigarette taxes are also imposed in Florida. 
However, since the municipal cigarette 
tax is allowed as a credit against the state 
tax and is collected by the state on be- 
half of the municipalities, it is a state- 
wide tax and is here listed as a state 
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rather than a locally imposed tax. Mu- 
nicipalities in Illinois also have authority 
to levy cigarette taxes, but none is cur- 
rently in force because the tax may not 
be imposed concurrently with a munici- 
pal sales tax. New Mexico municipalities 
were authorized to collect cigarette taxes 
in 1951 and most cities levied such a tax. 
In 1955, however, this authority was 
withdrawn from all municipalities ex- 
cepting those which had issued bonds to 
be financed by this tax source. Under 
this authority, a limited number con- 
tinue to levy the tax. 

Either state or local (or both) taxes 
on cigarettes are now in force in 45 
states. The six states without state 
cigarette taxes are California, Colorado, 
Maryland, North Carolina, Oregon and 
Virginia. Three of these are tobacco- 
producing states (Maryland, North 
Carolina, and Virginia) in two of which 
a few local jurisdictions have been given 
authority to tax cigarettes. In the third, 
North Carolina, a general sales tax ap- 
plies to sales of tobacco products. Ore- 
gon stands alone as the state without 
either a state or a local cigarette tax or a 
general sales tax applicable to sales of 
cigarettes. 

Alcoholic Beverage Taxes 

Each of the 48 states derives some 
revenue from this source (from both 
excises and licenses), and the combined 
revenue derived from alcoholic bever- 
ages is of the general magnitude of $850 
million. A precise figure is not available 
in the absence of comparable profit and 
loss statements from the states in which 
the sale and distribution of these bever- 
ages is a state monopoly. Two of the 
48 states permit only the sale of bever- 
ages with low alcoholic content; 16 states 
have monopoly systems and derive reve- 
nue in the form of profits on liquor sales. 
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About 30 states impose gallonage excise 
taxes on distilled spirits. 

During 1957 Vermont, Michigan and 
Montana, each of which has a monopoly 
system, either imposed excise taxes on 
top of the monopoly mark-ups or in- 
creased the rates of existing excises. In 
Vermont the rate was increased from 
$3.60 to $5.10 per gallon; in Montana 
from 8 per cent to 20 per cent of sales 
price, and in Michigan, a 4 per cent tax 
was adopted. A West Virginia enact- 
ment imposes on the liquor commission 
the responsibility for increasing prices 
sufficiently to cover debt service on 
bonds for veterans’ bonuses. In Minne- 
sota, Washington, and North Carolina 
temporary taxes were either extended or 
made permanent. In North Carolina, 
liquor stores are county operated subject 
to local referendum and are subject to a 
10 per cent state tax based on retail price. 

The state gallonage taxes on distilled 
spirits now range from 50 cents to $3 
per gallon. Rates on wines range from 
1 cent to over 60 cents per gallon. 
Heavier rates generally apply to forti- 
fied wines as compared with light wines. 
Beer taxes imposed in each of the 48 
states and the District of Columbia range 
from 50 cents (per 31 gallon barrel) to 
$13. Of the 11 states with rates of $5 
or more, all but one are located in the 
south. Municipal liquor excises are in 
some use in at least seven states, but 
liquor licenses provide local revenues in 
a substantially larger number of states. 


Taxes on Amusements 


The taxes on admissions to moving 
picture theaters and other amusements 
continue to elicit little attention on the 
part of legislatures. During 1957 Mon- 
tana repealed its 114 per cent tax on 
moving picture theater admissions and 
Texas made some increases in its rates. 
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For fiscal year 1957, the 34 states de- 
riving some revenue from this source 
(including the license taxes) reported in 
the aggregate about $20 million collec- 
tions. This, however, understates the 
revenue contribution of admissions be- 
cause the reported figure excludes in 
most cases collections in those states 
which subject places of entertainment to 
their general sales tax. In the states 
which impose selected excise taxes on 
admissions the rates range from a frac- 
tion of 1 per cent to 10 per cent. 

A recent development is the adoption 
of admissions taxes by municipalities, in- 
itiated by Philadelphia in 1937. Twenty 
years later local taxes on admissions are 
found in 18 states. In some of these, 
particularly Alabama, Illinois, Ohio, 
Pennsylvania, Tennessee, Virginia, Wash- 
ington and West Virginia, the taxes are 
in use by at least some of the principal 
urban communities. Chicago, New Or- 
leans, Atlantic City, New York, Cleve- 
land, Cincinnati, Philadelphia, Knox- 
ville, Richmond and Seattle are ex- 
amples. In these cities, rates generally 
range between 1 2nd 5 per cent, but 10 
per cent and even 20 per cent rates oc- 
cur in a few places. 


Inheritance, Estate and Gift Taxes 


These taxes remain the most stable 
components of the state tax statutes. 
The identity of the 47 states taxing 
property transfers at death has remained 
unchanged for over 25 years. Alabama 
and Florida were the two most recent 
(1931) additions to the list. Gift taxes 
are imposed in 12 states, and there has 
been no addition since Rhode Island’s 
enactment in 1942. 

During the 1956-1957 biennium, 
Connecticut increased its inheritance 
taxes one and two percentage points, 
Massachusetts and Mississippi extended 
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their temporary surtaxes for another 
two years, and Washington repealed its 
$40,000 life insurance deduction and the 
deduction allowed for federal estate 
taxes. Montana, on the other hand, be- 
came the 23rd state to allow federal 
estate taxes to be deducted for state tax 
purposes. Missouri exempted all property 
passing to the surviving spouse and 
minor children from the inheritance tax. 
West Virginia exempted 50 per cent of 
jointly owned property 
surviving spouse. Mississippi increased 
the estate tax exemption from $50,000 
to $60,000 and increased its first bracket 
rate to 1 per cent. 

The 47 states with death taxes derived 
from this source in 1957 about $330 mil- 
lion. The 12 state gift taxes produced 
about $7 million. 

The states use both inheritance and 
estate taxes. Thirty-seven states and the 
District of Columbia have inheritance 
taxes and 12 (including two with inher- 
itance taxes) have estate taxes. In 37 of 
these states and the District of Columbia 
“ pick-up ” estate taxes are also in force, 
designed to absorb any difference be- 
tween the maximum credit for state 
taxes allowed under the federal tax and 
the state death taxes. Five of the estate 
taxes (Alabama, Arizona, Arkansas, 
Florida and Georgia) are based on the 
maximum credit allowed federal law. 
The other estate taxes differ in varying 
detail from the federal tax. Apart from 
these superficial similarities, there are 
wide variations in most features of the 
states’ death taxes. 

In the majority of states, gift tax 
rates are the same as those applicable to 
inheritances. In Washington the gift 
tax rates are fixed at 90 per cent of in- 


passing to the 
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heritance tax rates. Thus, in 10 of the 
12 states, gift tax rates vary with the 
relationship between the donor and the 
donee. In seven states the donor’s ex- 
emption also depends on his relationship 
to the donee. Like the federal gift tax, 
all but one (Virginia) of the states al- 
low an annual exclusion to cover gifts 
to individual donees. These range from 
$1,000 to $10,000. 


Concluding Observations 


The tax activities of the state legisla- 
tures here summarized contain little 
particularly novel or striking. The 
states were concerned with shoring up 
the yield of existing taxes in an effort to 
keep reasonable pace with mounting ex- 
penditures. The numerous legislative 
and gubernatorial tax study commissions 
created in recent years have not yet 
scored conspicuous successes with their 
recommendations. The legislative in- 
terest in providing municipalities with 
nonproperty tax sources, so noticeable in 
some postwar years, has not made ap- 
preciable headway during the past two.® 
The effort to force property tax im- 
provements on local governments may 
also be experiencing some difficulty in 
maintaining its momentum. The in- 
creased revenue productivity of con- 
sumer and income taxes, incident to the 
record level of national economic activ- 
ity, may be the key to these develop- 
ments, or rather to the absence of more 
developments. The anticipation of fur- 
ther federal tax reduction and a new 
federal program to relieve the pressure 
for additional classrooms may also have 
been contributing factors. 


3See “State Tax Activities, 1955” in National 
Tax Journal, December 1955, pp. 345-356. 





A SURVEY AND EVALUATION OF STATE 
INCOME TAX WITHHOLDING 


WALTER W. HELLER AND CLARA PENNIMAN * 


ITH the continuous search for cer- 

tainty in tax collection, equity in 
administration, and convenience in pay- 
ment, the possibility of collecting income 
taxes at the source of income has ap- 
pealed to many administrators and tax 
students. Panel discussants at many na- 
tional tax meetings have brought much 
wit and wisdom to different sides of the 
issue without necessarily satisfying each 
other or all members of their audience. 
The debates have usually centered on 
the question whether a system of pay- 
as-you-go income taxation, including 
withholding of taxes from salary and 
wage payments and quarterly declara- 
tions of other income with current pay- 
ment of taxes, would improve tax 
enforcement and ease tax payment suf- 
ficiently to justify the administrative 
effort and the costs to business. 

Tax administrators in the United 
States have considered the withholding 
device primarily in terms of wages and 
salaries, though some attention has also 
been devoted to interest and dividends.’ 

*Mr. Heller is Professor of Economics at the 


University and Miss 
Assistant Professor of Political Science at the Univer- 


of Minnesota Penniman is 
sity of Wisconsin. 

This paper is an adaptation of a chapter in the 
authors’ forthcoming book on state income tax ad- 
ministration, to be published by the Public Adminis- 
tration Service, Chicago, in 1958. 


1JIn 1951, the U. S. Internal Revenue Service de- 
veloped a simplified system of withholding on cor- 
porate bond interest and dividends. The 
recommended its adoption by Congress and the 
House bill included the plan. It was dropped by the 


Treasury 


Wisconsin, from 1935 through 1951, 
collected its “ privilege dividend tax ” 
from the issuing corporations on all divi- 
dends on corporate earnings in Wiscon- 
sin without regard to the state of “ resi- 
dence” of the corporation payor or 
income recipient. Hawaii currently col- 
lects a tax on corporate dividends 
through withholding. 

The federal government’s 1943 adop- 
tion of tax withholding from wage and 
salary payments and current quarterly 
payments of taxes on other income stim- 
ulated state consideration. Previous 
state experience, apart from the Wis- 
consin privilege dividend tax, had been 
confined to withholding on non-resi- 
dents’ salary and wage earnings or 
special income.” In 1947, Oregon 
adopted a general withholding law for 
wages and salaries but without the 
quarterly declaration and current tax 
payment provisions for other income. 
Alabama, Arizona, Colorado, Delaware, 





Senate and did not become part of the Revenue Act 


of 1951. Other proposals have been made from 
time to time at the The 
“ general withholding ” will be used in this article to 
designate collection-at-the-source systems applying to 


national level. term 


wages and salaries of residents and non-residents alike, 


as distinct from more limited non-resident with- 


holding. 


2 For a survey of prewar collection-at-source ex- 
perience, see Walter W. Heller, “Taxation of Small 
Incomes and Collection-at-source (with Special Em- 
phasis on American Administrative Experience)”, 
U. S. Senate, Committee on Finance, Hearings on the 
Revenue Act of 1941, pp. 400 ff., and “Collection 
Methods Appropriate to the Wartime Use of Income 
Taxes”, pp. 201-224 of Tax Institute Symposium, 
Financing the War, Philadelphia, 1942. 
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Idaho, Kentucky, Maryland, Montana, 
and Vermont have since adopted either 
general wage and salary withholding or 
the more inclusive pay-as-you-go plan 
of the federal government. The District 
of Columbia, Alaska, and Hawaii also 
employ withholding. Since May, 1955, 
South Carolina has had statutory au- 
thority to use withholding not as a cur- 
rent payment measure but as a means 
for the collection of delinquent income 
taxes from wages and salaries through 
deduction of 20 to 25 per cent of wage 
payments until tax due is paid. 

Proposals for income tax withholding 
and current payment have been recom- 
mended by state tax study committees 
in several states (e.g. Iowa, Minnesota, 
and New York). Bills incorporating 
such proposals came before several state 
legislatures in 1957, but were not en- 
acted (except in Indiana, for wages and 
salaries under its gross income tax). The 
favorable collection experience in the 
states that already have adopted with- 
holding creates pressures for the adop- 
tion of this collection technique in the 
remaining income tax states. Although 
it is by no means clear that all states 
will eventually adopt withholding, as 
has been predicted by some administra- 
tors, there is little doubt that withhold- 
ing and current payment will be an 
active issue in state income tax admin- 
istration for some years. 

Withholding serves as (1) a tax en- 
forcement technique, (2) a means of 
automatic tax budgeting for the tax- 
payer, especially important under high 
tax rates with low exemptions, and (3) 
a fiscal policy measure in current taxing 
of current income. The federal govern- 
ment’s adoption of its pay-as-you-go 
system served all three objectives. The 
states have likewise argued improved 
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compliance, taxpayer convenience, and 
—to a much lesser extent—fiscal policy. 
The contribution to state revenue, both 
permanently through better enforce- 
ment and temporarily through the over- 
lapping of collections during the transi- 
tion to the current payment system, has 
also played an important role in the 
movement for state income tax with- 
holding. 

The transitional revenue “ windfall ” 
was important for each of the ten states 
that has adopted withholding to date. 
No “ forgiveness ” of any kind was pro- 
vided, unlike the cancellation of three- 
quarters of one year’s tax in the original 
federal pay-as-you-go act. Taxpayers 
in each state were accountable for any 
past taxes due in addition to the cur- 
rent taxes withheld at source or paid 
quarterly. With the exception of Ken- 
tucky, which earmarked the extra re- 
ceipts for capital purposes, the states 
each used the moneys for current gov- 
ernment needs. Later governors and 
legislators were left to solve the longer 
term revenue demands. 

Apart from the convenience factor, 
withholding or full scale pay-as-you-go 
at the state level must be judged mainly 
in terms of its effectiveness in identify- 
ing taxpayers and improving tax collec- 
tions. The degree of need for with- 
holding, therefore, varies among the 
states according to differences in effec- 
tiveness of enforcement without with- 
holding, the presence or absence of large 
metropolitan areas or extensive transient 
employment, the degree of mobility of 
the state’s population, and so on. After 
examining state withholding provisions 
and administrative organization, we 
undertake to evaluate state experience to 
date and its relevance for the states 
which may consider withholding and 
pay-as-you-go plans in the future. 
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STATE WITHHOLDING AND CURRENT 
PAYMENT SYSTEMS 


Limited Withholding 


States with withholding provisions 
normally withhold on all wages and 
salaries paid by employers in the state 
without regard to the residence of the 
employee. But in addition to the ten 
states with general wage and salary with- 
holding systems, California, Iowa, New 
York, and Utah employ non-resident 
withholding on salaries and wages, and 
Kansas requires withholding from fidu- 
ciary benefits paid to non-residents. 
Arkansas and Louisiana have authorized 
state revenue directors to employ with- 
holding whenever it is deemed neces- 
sary to secure collection. These powers 
have seldom been used.* The California 
and Iowa acts provide for withholding 
on at least some income other than wages 
and salaries, but New York restricts its 
withholding to the latter. California, 
judging royalties and racing winnings to 
be especially elusive income, requires 
withholding from such income of non- 
residents as well as withholding on non- 
residents’ wages and salaries. 

The states which employ non-resident 
income tax withholding in some form 
have established little in separate ad- 
ministrative arrangements to enforce the 
program or to handle returns and re- 
fund claims. Instead, with the mini- 
mum necessary accommodations, non- 
resident income tax reporting is handled 
as a part of the general income tax ar- 
rangements. Many New York em- 
ployers, for example, withhold the re- 
quired taxes for the year not on a 
current payment basis but in the month 

3 Much of the underlying factual information in 
this section was drawn from Federation of Tax Ad- 


ministrators, “State Income Tax Withholding ”, Re- 
search Report No. 34 (Mimeo., November, 1952). 
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of December or at the time of separation 
of the non-resident employee. The state 
has never protested this arrangement 
and perhaps views it as a mutual con- 
venience. 

The number of non-resident returns 
(including those on which taxes were 
withheld) filed in California and New 
York in recent years was less than 1 per 
cent of total taxable returns. New 
York’s withholding collections of $12.5 
million in its 1954 fiscal year represented 
slightly less than 3 per cent of its per- 
sonal income tax collections that year. 
This ratio of non-resident withholding 
collections to total income tax collec- 
tions in New York remained more or 
less constant in the "forties and early 
fifties. Iowa’s non-resident withholding 
collections have been running almost 5 
per cent of total individual income tax 
collections, but refunds have sometimes 
amounted to more than one-half of col- 
lections. Unlike New York and Cali- 
fornia, Iowa provides no dependency 
exemption or interstate reciprocity in 
employer withholding. 


General Wage and Salary Withholding 
and Current Payment Plans 


Although pay-as-you-go collection 
had been adopted by the federal govern- 
ment in 1943, and many municipalities 
had followed Philadelphia’s lead in the 
1940’s by introducing a local income tax 
collected by payroll deduction, Oregon 
was the only state to adopt wage and 
salary withholding under its state in- 
come tax prior to 1950. Oregon first 
required withholding in January 1948. 
By 1956, four additional states had in- 

4 Delaware had had withholding under a modified 
gross income tax in 1949 and 1950. Then both this 
type of tax and the withholding feature were 
abolished, and the earlier net income tax re-estab- 


lished. In 1953, Delaware added wage and salary 
withholding. 
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troduced wage and salary withholding, 
and five states and the District of 
Columbia had put into effect full scale 
pay-as-you-go collection systems.” Table 
1 lists these states, the type of program, 
and the effective date. 


ADMINISTRATIVE ARRANGEMENTS 


As in the case of other income tax 
provisions, pay-as-you-go and withhold- 
ing provisions are not self-operating. 
Subject employer lists must be developed 
more carefully than for information re- 
turn programs, reporting forms must be 
distributed, employer accounts must be 
established to reflect total taxes with- 
held and payments made to the states 
and, where non-wage incomes are put 
on a current payment basis, accounts 
must also be set up for taxpayers re- 
porting and paying quarterly. Tax- 
payer-employee annual returns must be 
processed, paid tax claims checked, and 
individual refunds made as appropriate. 
Enforcement measures are required to 
secure from employers all necessary re- 
ports and the full amount of all taxes 
withheld. Erroneous taxpayer refund 
claims must be identified. 


The administrative arrangements in- 
dicated for withholding replace the need 
for securing and matching employer in- 
formation returns and wage-earners’ tax 
returns. But the requirements of gen- 
eral auditing of taxpayer returns in a 
state with pay-as-you-go or withhold- 
ing do not differ from those of other in- 
come tax states. 


5In addition to personal interviews and corre- 
spondence, the authors have utilized the publication 
of the Federation of Tax Administrators, ‘‘ Develop- 
ments in State Income Tax Withholding, 1955-56”, 
RM-341 (Mimeo.) November 1, 1956, and the 
Report of the Minnesota Interim Commission on 
Withholding Taxes, St. Paul, November 26, 1956. 
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Withholding does not ensure the ac- 
curacy of exemptions and deductions 
claimed and the fullness of reporting of 
non-wage income. However, delinquen- 
cies are typically lessened under with- 


holding. 


Withholding Administration, Oregon 


Oregon has the oldest tax withhold- 
ing statute and the most highly de- 
veloped administrative procedure. A 
description of its organization and pro- 
cedures provides a view of withholding 
administration and a basis for compari- 
son with some of the other states.® 

With a workload of approximately 
170,000 employer accounts covering an 
estimated 600,000 employees, Oregon 
employed a force of 57 individuals to 
install and operate the general withhold- 
ing program in its first biennium. The 
number of permanent positions was 
subsequently cut by about one-fifth. 
These permanent positions represent 
only individuals handling employer re- 
ports and taxpayer refund claims (about 
200,000 annually). All auditing and 
special investigation activities in con- 
nection with general withholding are 
accomplished through the regular audit 
division and the department’s field audit 
staff. The Oregon Tax Department 
estimates direct administrative costs of 
general withholding at $140,000 to 
$150,000 annually. 

Oregon established its initial register 
of employers liable for tax withholding 
and reporting from sources such as the 
Federal Internal Revenue Service with- 
holding mailing lists and county agents’ 
lists of farm employers. The Tax Com- 

6 Former Tax Commissioner Ray Smith and others 
in the Oregon Tax Department have been most help- 
ful to the authors in providing information through 


correspondence, in questionnaires, and 
interviews. 


in personal 
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mission put on a vigorous publicity 
campaign through newspapers, radio, 
and business and farm groups. Since 
no list of employer-withholders remains 
current, the Commission constantly 
seeks information on new employers and 
those who have withdrawn from busi- 
ness. Employee tax reports are regu- 
larly cross-checked with employer re- 
porting files for names of employers 


| Vor. X 


The Tax Commission estimates that 
approximately 5 per cent of employers 
file late reports and make late quarterly 
payments of taxes withheld. In the 
case of approximately 1 per cent of em- 
ployers, the Commission resorts to dis- 
traint warrants to enforce collections. 
Delinquent employers are mostly small 
businesses of either a seasonal or an in- 
and-out marginal type. 


TABLE 1 


GENERAL WITHHOLDING AND Pay-As-You-Go SYSTEMS IN THE States, 1957 


State 


Alabama 
Arizona 
Colorado 


Delaware 
District of 
Columbia 
Idaho 
Kentucky 
Maryland 
Montana 
Oregon 
Vermont 


Date 
Withholding 
Begun 


January, 1956 
July, 1954 
July, 1954 


July, 1953 


October, 1956 
July, 1955 
July, 1954 
July, 1955 
July, 1955 
January, 1948 
July, 1951 


System 


Pay-as-you-go 
Withholding 
Withholding 


Withholding 


Pay-as-you-go 
Withholding 

Pay-as-you-go 
Pay-as-you-go 
Pay-as-you-go 
Withholding 

Pay-as-you-go 


Method Used to Determine 
Amount of Tax to Be 
Withheld * 


Withholding tables 

Flat rate: 42% of wages’ 

4% of amount of federal income 
taxes withheld ? 

Withholding tables * 


Flat rate: 244% of wages? 
10% of federal taxes withheld 
Withholding tables 
Withholding tables 
Withholding tables ‘* 
Withholding tables ° 
Withholding tables 


‘ Withholding tables are available as an optional withholding method. 
* Director of Revenue may approve withholding at a percentage of adjusted gross income 


approximating Colorado income taxes due. 


® Delaware withholding tables reflect statutory requirement that employers withhold at in- 
come tax rates less (a) a deduction of $12 per week for the taxpayer and each dependent and 
(b) a 10 per cent deduction on wages under $10,400 and 5 per cent or $1,000 on higher salaries. 
‘Option of withholding 1 per cent of wages after allowance of tabulated exemptions was 


eliminated in 1957. 


* Prior to September 1, 1957, withholding was at a flat rate of 2% of gross payroll. 
* Information for this column drawn in part from Tax Administrators News, Vol. 20, Decem- 
ber, 1956, p. 133, and Vol. 21, September, 1957, p. 108. 


withholding taxes but failing to file 
with the Tax Commission. As circum- 
stances warrant, the clerical or audit 
staffs of the Commission may make de- 
tailed comparisons and checks of the 
copy of the withholding statement filed 
by the taxpayer, or series of taxpayers, 
and that filed by the employer.’ 


7 The Oregon Tax Commission has installed punch 
card equipment to ease the burden of billing and 
general checking of employer accounts. Employer 
accounts are posted on punch cards and billed by the 


Until 1953, the federal government 
seemed the most intractable employer in 
the eyes of the Oregon (and Vermont) 
tax officials. The Comptroller General 
of the United States had held that the 
withholding tax of Oregon would be a 
“* direct burden upon the United States ”’, 
and therefore could not be applied to 
““ payments of salary or wages to Federal 


machine service unit. The continual search for non- 
reporting employers and the identification of delin- 
quent accounts still require manual methods at times. 
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employees ....”’ With the passage of 
the Flanders Act of 1952, the federal 
government agreed with Oregon and 
Vermont on arrangements for withhold- 
ing and reporting by federal departments 
effective January 1, 1953. Although 
the number of federal employees was 
not large and the state difficulties of 
collection from these taxpayers had 
usually not been excessive, the principle 
involved was important to the states. 
In recent years, the states have seldom 
complained about the federal govern- 
ment as an employer tax collector. 
Withholding adds to usual income 
tax administration a large volume of re- 
fund claims which must be processed 
within a short time period both as a 
matter of fairness to the over-withheld 
taxpayer and as a matter of economy to 
a state which may otherwise be required 
to pay interest.» The number of re- 
funds in a state will vary with the pro- 
visions of the withholding statute and 
regulations and with the state’s eco- 
nomic characteristics. Alabama and 
Maryland statutes place a special re- 
sponsibility on the tax department to 
construct tables which will result in 
payroll withholding closely geared to 
individuals’ tax obligations. The former 
Oregon system of a flat percentage de- 
duction from wages and salaries simpli- 
fied the employer’s withholding efforts 
as well as the state’s auditing of em- 
ployer deductions. But it necessarily 
provided a poor correlation between 
withholdings and final liability of tax- 
payers in contrast to a withholding 
8 Oregon law provides that refunds due as a result 
of overpayment of income tax under withholding 
must be made by August 15 or within five months 
after the taxpayer files his claim, whichever date is 
the later. If the refund is not made within such 


time, the state is obligated to make the proper refund 


with interest at 4% per cent per month. 
Sec. 75.) 


Laws, 1953. Ch. 522, 


(Oregon 
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system which allows for personal ex- 
emptions and standard deductions. Re- 
fund claims for over-withholding in 
Oregon were filed by approximately 
one-third of the withheld employees 
each year. 

In 1957, Oregon amended its law to 
equate withholding more closely to the 
actual tax liability through the use of 
either “ wage-bracket ” or “ percentage- 
method ” withholding tables. Together 
with the 1957 Montana action to make 
tables the sole basis for withholding, it 
indicates that the flat percentage method 
is too wide of the mark of actual liability 
to provide a satisfactory basis for with- 
holding under a progressive income tax. 
The same flaw may also prove fatal to 
the percentage-of-federal method unless 
the state’s rate and exemption pattern 
(though not, of course, the rate level) 
closely follow the federal. 

In Oregon, a staff of about 14 audi- 
tors pre-audits refund claims during the 
period February 1 through July 1. The 
auditors adjust approximately 20 per 
cent of the refund claims in some fash- 
ion and disallow in excess of 10 per cent 
of the claims. In the pre-audit of 1954 
and 1955 returns, the auditors increased 
net assessments on withholding returns 
by $306,144 and $443,623. About one- 
third of the refund claims (or roughly 
60,000) were paid to individuals with 
no tax liability. Refund claims show- 
ing income other than wages receive a 
more leisurely second review during the 
regular audit of other returns. 

Locating the legitimate tax refund 
claimant presents problems on occasion. 
One Oregon prisoner claimed refunds 
for taxes that had been withheld under 
several aliases. Eventual verification 
that he was the individual from whom 
taxes had been withheld under several 
payroll names resulted in the Tax Com- 
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mission sending a check to the state 
prison address. A number of tax re- 
fund claimants either give an incom- 
plete or an inaccurate address. Ap- 
proximately 6,000 of the refund checks 
issued annually in Oregon are returned 
to the department because of incorrect 
or insufficient addresses. The newspaper 
and wire services print without charge 
lists of the one thousand or so check 


owners whose addresses cannot be identi- | 


fied after a re-check of the department’s 
information. 

Apart from aliases and incorrect ad- 
dresses, the state may owe refunds to 
taxpayers who fail to file a claim. In 
the first year of the Oregon withholding 
law, the Commission estimated receipt 
of $600,000 in taxes withheld from in- 
dividuals who filed no returns. Al- 
though a part of this $600,000 may have 
been due the state, the Commission be- 
lieved the bulk of the amount was due 
in refunds to individuals either ignorant 
or careless of their rights to file claims. 
Statutory elimination of seasonal and 
temporary farm workers from the with- 
holding act, a change in the reporting 
of income of minors, and greater tax- 
payer awareness of withholding pro- 
visions reduced the state’s “ windfall ” 
gains today to “a negligible amount ” 
(in the opinion of the state’s director of 
research) even prior to the 1957 adop- 
tion of withholding tables. 


Current Payment Administration— 
Other States 


The remaining nine states that have 
adopted withholding follow something 
of the same administrative procedure as 
Oregon. Like Oregon, they used In- 
ternal Revenue, Employment Security, 
and similar lists for establishing their 
initial employer files. With respect to 
refunds, all of the states are conscious 
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of the public relations advantages of 
rapid refunds. Some attempt is made 
to preaudit the returns claiming refund, 
though for the most part this is an 
arithmetical and general plausibility re- 
view rather than an audit. Other states 
have apparently not followed Oregon 
in publicizing unclaimed refund checks. 
Neither do the other states appear to be 
checking employer lists and quarterly 
returns as carefully as Oregon. Ken- 
tucky has gone farthest toward mechan- 
ization, using key punch and tabulating 
equipment to match employee and em- 
ployer withholding slips. 

All ten states have found it necessary 
to hire additional personnel to administer 
their withholding and current payment 
systems. Initially, at least, some income 
tax staff members had to be withdrawn 
from other income tax assignments. In 
fact, several states with limited person- 
nel omitted all or nearly all of their 
usual audit activities while they were 
initiating their withholding systems. As 
to additional costs incurred for with- 
holding, Kentucky estimated its direct 
costs at about the same level as those of 
Oregon, namely, $150,000 for the first 
year. Colorado’s estimate was $53,000. 
Minnesota’s 1957 legislative request to 
install a withholding system included a 
cost estimate of something over $300,- 
000 a year for the first two years of 
operation of the system. 


EVALUATION 


General Considerations 


Our appraisal of withholding in the 
balance of this article proceeds mainly 
in terms of its effectiveness and cost as 


an administrative device. But we do 
not mean to suggest that states should 
make their decisions for or against with- 
holding exclusively in terms of the im- 
pact on administration. The impact on 
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the taxpayer may be equally important. 
By breaking tax payments into small 
convenient pieces and by keeping tax 
collections in close step with income, 
withholding and pay-as-you-go make 
the income tax easier and more conven- 
ient to pay. Taxpayers are provided 
with an automatic means of budgeting 
their payments for public goods as they 
do their installment payments for pri- 
vate goods like houses, automobiles, and 
other durable goods. And it avoids the 
hardships that may occur under the de- 
layed-payment system when income 
may stop but tax liabilities remain. 

Collecting the tax at source decreases 
the taxpayer’s awareness of his govern- 
ment bill. Many would regard this de- 
creased “‘ directness” of the income tax 
as undesirable. But making the income 
tax easier to pay permits it to compete 
on less disadvantageous terms with the 
truly “hidden” excise and sales taxes 
which are even more objectionable on 
the score of directness, let alone equity. 

There is also the related question of 
taxpaying morale. Among wage and 
salary earners, certainly, withholding 
will improve such morale because the 
honest taxpayer knows that the tax 
evader is brought into the income tax 
fold. At the same time, unless strong 
efforts to improve enforcement on non- 
withheld income accompany the intro- 
duction of withholding, the wage and 
salary group as a whole may feel dis- 
criminated against. 

Does withholding place an undue 
burden on employers who must do the 
withholding and maintain the proper 
accounts? Precise answers here, as in 
many other areas, are hard to achieve.® 

9 Report of the Minnesota Interim Commission on 
Withholding Taxes, St. Paul, November 26, 1956, pp. 


30-31. Professor Lewis G. Kahn, Hamline University, 
has made an exhaustive study of municipal income 
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Employer estimates of the cost burden 
of a state withholding law vary from 
“ negligible ” to “serious.” The exist- 
ence of the federal withholding system 
since 1943 reduces the incremental cost 
of the state systems, since employers 
have adjusted their payroll accounting 
to the federal requirements. Employer 
costs will, of course, vary with the 
particular provisions of state withhold- 
ing acts. Oregon’s former flat percent- 
age deduction method was undoubtedly 
the least expensive type to an employer, 
but it was cumbersome for the tax 
agency and inconvenient for large num- 
bers of taxpayers. Some employers, 
finally, have argued that withholding 
is not merely a compliance burden but 
tends to raise wage costs because em- 
ployees and their unions may bargain on 
the basis of take-home pay. 


Ad ministrative Effectiveness 


Turning to the evaluation of with- 
holding as an administrative tool, we 
are confronted with the unfortunate 
fact that changes of this type are not 
made under test-tube conditions per- 
mitting a precise isolation of the costs 
and revenue results of withholding. 
Yet, recognizing the need for adjust- 
ments to take account of simultaneous 
changes in economic conditions, changes 
in income tax provisions other than 
withholding, changes in other adminis- 
trative measures, and statistical report- 
ing problems, one can get reasonable ap- 
proximations of the enforcement value 
of withholding in dollar terms. 

The Oregon Tax Commission esti- 
mated the initial increase in collections 
that could be attributed to withholding 


taxes. In an attempt to estimate employer costs of 
withholding in four Pennsylvania cities, he found 
costs typically to range from $.06 to $.47 per em- 
ployee per year. 
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at 9.6 per cent. Tax administrators in 
several of the other withholding states 
have made the following estimates: Ari- 
zona, over 25.0 per cent; Colorado, 15.0 
per cent; Kentucky, 17.6 per cent; 
Maryland, 12.0 per cent; Montana, 12.1 
per cent; and Vermont, 13.1 per cent.’ 
The higher the level of income tax en- 
forcement before withholding, pre- 
sumably the lower the possible percent- 
age increase in collections as a result of 
withholding. No state has such effec- 
tive administration today that it could 
not add to income tax collections 
through adoption of withholding. Pro- 
fessor Harold M. Groves of the Uni- 
versity of Wisconsin recently estimated 
that Wisconsin could collect an addi- 
tional $1 million. Minnesota estimates 
range from $2 million to $5 million 
annually, with the official estimate 
centering at $3.5 million, or slightly 
more than ten times the estimated ad- 
ditional administrative costs.’* Such in- 
creased collections would amount to 1.2 
per cent and 5.5 per cent, respectively, 
of current income tax revenue in two 
states with relatively high administra- 
tive standards. 


Detailed appraisal of withholding as 
a technique for improving income tax 
compliance presents at least four ques- 
tions: (1) From whom does the state 
collect taxes which would be difficult 
or even impossible to collect by other 


methods of enforcement? (2) Does 
withholding stimulate other enforce- 
ment activities? (3) What problems 


10 Estimates reported for appropriate states in Ap- 
pendix H, Report of the Minnesota Interim Com- 
mission on Withholding Taxes, St. Paul, November 
26, 1956, pp. 44-54. 


11 Minnesota estimates given in Governor’s Budget 
Message, January 15, 1957, on the basis of the 
analysis in the Report of the Governor’s Minnesota 
Tax Study Committee, 1956, pp. 297, 547, and 579- 
580. 
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does withholding create? (4) What 
areas of tax evasion remain untouched 
by withholding? 

Effectiveness in collection. If an in- 
formation return program from em- 
ployers were prosecuted just as faith- 
fully without withholding as with it, 
knowledge of wage and salary payments 
would presumably be equal in either 
situation. Moreover, without a with- 
holding program of its own, the state 
could still periodically check its coverage 
against that of the federal government 
which has withholding. A_ well-en- 
forced information return program pre- 
sumably costs less than general with- 
holding. 

The best information return program, 
however, does not include reports on all 
wages paid, nor does it collect the taxes 
due as withholding does.'* Moreover, 
even where information returns are 
fully matched with tax returns, 18 to 
36 months may have elapsed since the 
employee earned the taxable income. It 
becomes difficult to locate the non-resi- 
dent tax delinquent or the tax delin- 
quent who has moved out of the state or 
to another address within the state, and 
it is often impractical to collect the tax 
due from him. The cost of follow-up 
may be prohibitive, or it may be impos- 
sible to collect the taxes due in another 
state’s courts in the absence of tax 
comity. The Minnesota Study pin- 
pointed this problem as follows: 


Some indication of the problems which 
witholding would help solve in connec- 


12 Most state information return laws or regula- 
tions require employer reports only if the wage pay- 
ment exceeds an amount such as $600 or more. If 
this lesser earning is, in fact, a part of other earnings 
during the year, the taxpayer may owe more taxes 
than the wage information returns in the depart- 
ment’s possession indicate. This was one of the argu- 
ments emphasized in the New York Commission’s 
recommendation for withholding. 
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tion with locating taxpayers and collect- 
ing from them is given by the figures on 
gross migration. Between 1949 and 1950 
about 61,000 persons moved out of the 
State while about 62,000 moved in. Every 
taxpayer in the group who moved out 
represents a potential collection problem, 
while every taxpayer who moved in repre- 
sents a new name which must be added to 
the tax files. In addition, a total of 
152,355 persons moved to a different 
county in Minnesota and 269,930 moved 
to a different address in the same county. 
Thus, even in the case of taxpayers who 
have filed in prior years, finding many of 
them may be costly and difficult if they 
choose to evade the tax.'* 


The increasing mobility of the Ameri- 
can people may make wage and salary 
withholding a necessity for satisfactory 
state income tax collection. The em- 
ployee then pays all or most of his tax 
debt automatically. In particular, states 
with large metropolitan areas near their 
borders (particularly on borders of 
states without an income tax) or states 
with large numbers of temporary resi- 
dent workers (e.g., on large specialized 
construction projects) may find adop- 
tion of general withholding essential to 
the integrity of their income taxes."* 


Stimulus to other enforcement activi- 
ties. The experience of the withholding 
states makes clear that administrative 
agencies (and legislatures, in terms of 
appropriations) greatly strengthen their 
employer reporting programs under the 


spur of withholding. In the absence of 


13 [bid., p. 296. 


14 Theoretically, withholding alone 
would suffice for the border metropolitan area and 
transient employment problems, but non-resident with- 
holding in practice may be less efficient and propor- 
tionately more costly than general withholding. Min- 
nesota during its two year experiment in 1943 and 
1944 found that many workers temporarily achieved 
Minnesota residence after the state instituted with- 
holding for non-residents. 


non-resident 
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withholding, the statutory provisions 
for requiring information returns are 
often slighted under the pressures of 
other administrative needs, and the in- 
formation returns that come in are not 
fully utilized. Under withholding, the 
employer becomes a tax collector and 
both he and the tax department accept 
greater responsibility for proper report- 
ing.’ 

Problems added by withholding. 
Withholding adds some special problems 
to income tax administration not other- 
Wise present, namely, collecting from 
employers all taxes withheld from em- 
ployees; processing refund claims of 
taxpayers; and locating taxpayers with 
refunds due. Serious tax equity ques- 
tions occur where an employer fails to 
turn over taxes collected or when the 
taxpayer, through ignorance or careless- 
ness, fails to make a return and secure 
a tax refund due. The writers believe 
that there is greater inequity in the 
illegal profit of an intermediary in the 
taxing process than in the simple failure 
of the taxpayer to pay his just debt.’® 
Officials of the Planning and Collection 
Divisions of the Internal Revenue Serv- 
ice and withholding state administrators 
report that employer delinquency is 


15]n answering the authors’ question relating to 
the number of employers reporting under withholding 
compared with the number filing under the previous 
information return system, the Vermont Deputy 
Commissioner in 1953 stated: “It very considerably 
exceeds the number filing information returns pre- 
viously, as our attention was not centered on this as 


is the case under withholding.” 


16 The Vermont Tax Commissioner in 1954 recom- 
mended: “Failure of an employer to pay to the 
Vermont Tax Department moneys withheld from the 
wages of employees for the payment of Vermont 
taxes due from these employees should be made a 
penal offense and such employers should be subject 
breach of trust.” 
(Biennial Report of the Commissioner of Taxes, 1954, 
p. 8.) 


to criminal prosecution for 
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relatively small.’7 The Internal Revenue 
Service estimates a deliquency of only 
.77 per cent in fiscal 1955, but this is 
still a sizeable absolute amount. And 
state administrative effectiveness in this 
respect is likely to fall somewhat short 
of federal. Over-confidence on this 
score could prove detrimental to the 
success of state withholding. 

All of the withholding states have in- 
creased their administrative expendi- 
tures. Although withholding reduces 
the problem of taxpayer delinquencies 
and replaces previous steps in matching 
employer and employee information and 
wage returns, the costs of obtaining bet- 
ter employer compliance, full and 
prompt matching of employer and 
employee withholding reports, and the 
increased number of refund claims more 
than offset these savings. On the other 


hand, the states report handsome with- 
holding “ profits” in terms of increased 


collections. Thus, the cost of adminis- 
tration per dollar of revenue collected or 
per tax return received may actually be 
reduced by withholding. 

Unsolved enforcement problems. A 
withholding tax applicable only to 
wages and salaries cannot solve the 
problems of income tax enforcement 
among professional men, small business- 
men, farmers, and other non-salaried in- 
come recipients. Quarterly declarations 
and payments by these classes under a 
pay-as-you-go system may make under- 
reporting more difficult, may reduce the 
possibilities of the taxpayer leaving the 
state with an unpaid tax bill, and may 
limit the effect of personal financial ad- 
versity on tax payments. But pay-as- 
you-go does not necessarily develop more 
conscientious tax reporting. Full use of 

17 Report of the Minnesota Interim Commission on 


Withholding Taxes, St. Paul, November, 1956, pp. 
32, 33. 
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information-at-source on interest, rents, 
royalties, dividends, and other cash pay- 
ments by payors, together with compe- 
tent office and field auditing of the non- 
wage returns must go hand in hand with 
withholding if even-handed administra- 
tion is to be achieved. 


CONCLUSION 


The state with seriously inadequate 
tax administration clearly will realize 
immediate improvement through the 
adoption and reasonable enforcement of 
general wage and salary withholding. It 
is possible that administrative effective- 
ness may improve even in non-wage in- 
come reporting.’* Non-resident with- 
holding serves as reasonable insurance 
for the states in an area of inevitable 
collection difficulties and is an essential 
administrative weapon for states with 
overlapping metropolitan areas on their 
borders. General withholding or pay- 
as-you-go would normally be even more 
helpful under these circumstances. 

Income tax states with reasonably 
effective income tax administration and 
no major border employment difficulties 
may still find pay-as-you-go or general 
withholding desirable for fuller income 
tax compliance and greater taxpayer 
equity and convenience. If too many 
citizens are moving in and out of the 
state or even moving within the state, 
the tasks of educating new residents and 

18 The Arizona administrator described his state’s 
situation just before adoption of withholding in the 
following terms: 

Compliance had gotten so bad. It was terrific. 
It was a standing joke—you were a fool if you 
paid your income tax. Penalties were unenforce- 
able. Out of 29 criminal prosecutions we got 9 
convictions and those pleaded guilty. We polled 
the jury in one case and 9 out of 12 on the jury 
hadn’t filed an income tax return. 
(W. R. Bland, Executive Secretary, Arizona State Tax 
Commission, “Report of Proceedings, State With- 
holding Conference,” Lexington, Kentucky, 1955, 
p. 1.) 
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new entrants into the labor force in 
their income tax obligations and bring- 
ing the delinquent taxpayer to book 
may prove unmanageable. General 


withholding on wages and salaries auto- 
matically introduces the great bulk of 
these new residents and new entrants to 
their income tax responsibilities and 
normally prevents initial tax delin- 
quency on their part. 


Balanced against 
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these advantages for the states with ef- 
fective income tax administration are 
employer costs and inconvenience and 
the competing enforcement needs in the 
non-wage-and-salary areas. 

General withholding is not an admin- 
istrative panacea. But it is the most 
significant addition that has been made 
to the administrative tool-kit for state 
income taxation in the postwar period. 





THE BURDEN OF THE CORPORATE INCOME TAX 


B. U. RATCHFORD AND P. B. HAN * 


Fok more than 15 years the rates of 
the corporate income tax have been 
high; for the past seven years, above 50 
per cent of taxable income. These high 
rates have stimulated interest in the 
question of who bears the ultimate bur- 
den of this tax. The question is of 
more than academic interest. If the 
traditional view that the tax is not 
shifted should prove to be wrong, sev- 
eral groups would logically be compelled 
to reverse completely their positions on 
important tax questions. For example, 
those who favor steeply progressive 
taxation have usually regarded a high 
corporate tax with favor on the ground 
that it rests upon stockholders, who usu- 
ally belong to the higher income groups. 
If it should be demonstrated that the 
tax is shifted to consumers, it would be, 
in effect, a proportional sales tax on the 
products or services produced by cor- 
porations and could no longer be ac- 
cepted as part of a progressive tax pro- 
gram. In the same way, those who 
favor the tax because it levies a dis- 
criminatory tax on large firms would 
also have to reverse their position. On 
the other hand, if the tax is shifted, 
stockholders no longer have any valid 
basis for asking for dividend credits or 
other forms of relief from the “ double 
taxation” of dividends. There is no 
double taxation when the tax is shifted. 
It would seem that after many years 
of study and discussion it should be pos- 


* The authors are professor of economics and re- 
search assistant respectively at Duke University. 


sible to determine the incidence of such 
an important tax with sufficient preci- 
sion to command general acceptance. 
But such is not the case; opinions still 
vary from one extreme to the other. It 
is the purpose of this paper to survey 
the major analytical and empirical stud- 
ies on the subject which have appeared 
in the United States in the past ten years 
and to make some comments: on a few 
of the more controversial aspects of the 
discussion. In the nature of the case 
this cannot be an exhaustive study, but 
it perhaps covers a typical or representa- 
tive group of papers. 


I 


For a long time many, if not most, 
economists accepted the view that no 
part of the corporate income tax could 
be shifted, either in the long run or in 


the short run. This was the result of a 
rather uncritical acceptance of much 
economic analysis, made before the 
adoption of a corporate income tax, 
about the incidence of a tax on “ net 
profit” in the sense of pure economic 
profit or economic surplus. This analy- 
sis led to the conclusion that pure profit 
is not an element of cost; therefore, a 
tax on it could not affect supply and 
hence could not be shifted. But when 
a corporate income tax was levied in 
fact, the tax base was quite different 
from pure profit. Nevertheless, studies 
of the incidence of the tax continued to 
assume that the tax was levied upon 
pure profit, with the inevitable conclu- 
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sion that there could be no shifting.’ 
As Lowell Harriss has well put it: ? 


The base on which business income taxes 
are imposed is not the net profit of eco- 
nomic theory; consequently the older con- 
clusion that a tax on net profit cannot 
be shifted (from the owners of the busi- 
ness) does not necessarily apply to present 
taxes on business income. These taxes re- 
duce the net return to investors or risk- 
takers. The funds offered for such in- 
vestment will be reduced because of the 
lowered net attraction and also because 
business earnings are an exceptionally im- 
portant source of such capital. The re- 
duction in supply will tend to force up 
the gross return until the prospective net 
rate is enough to equal the return avail- 
able elsewhere. 


Professor Harriss says, in effect, that 
implicit interest, or a ““ normal ” rate of 
profit, on equity capital is a cost of pro- 
duction which must be recovered in the 


long run if production is to continue 
and that any tax on it may be shifted. 
In addition, as others have pointed out, 
the accounting profit on which the tax 
is based may contain other elements of 


cost such as wages and rent.* The tax 
on these elements, also, may normally 


1See, for example: Dalton, Hugh, Public Finance, 
Tenth (Revised) Edition (London, 1935), pp. 82- 
85 and Buehler, Alfred G., Public Finance, First Edi- 
tion (New York, 1936), pp. 240-41. 

In the third edition of his book, it is significant 
much of what had been 
discussed in a section entitled ‘* Taxes on Business 
Profits” to a new section headed “‘ General Taxes on 
Pure Profits”? and remarked that “Such a tax is, of 
course, a figment of the imagination.” Then, in a 
new section entitled “General Taxes on Business 
Profits ” he showed that the tax falls on certain cost 
elements and concluded that “Some shifting of the 
corporate income tax in the long run apparently oc- 
curs.” Buehler, Alfred G., Public Finance, Third 
Edition (New York, 1948), pp. 297-99, 


that Buehler transferred 


2 Haley, Bernard F., A Survey of Contemporary 
Economics, II (Homewood, Illinois, 1952), p. 275. 

3 Somers, Harold M., Public Finance and National 
Income (Philadelphia, 1949), p. 216. 


be shifted in the long run. 

With three qualifications this is about 
the only basic principle that logically 
can be deduced from orthodox economic 
theory. The qualifications are: first, 
this is a long-run analysis; second, it as- 
sumes effective competition; and, third, 
it assumes that there are alternative in- 
vestments which are not subject to the 
corporate income tax. As we show be- 
low, this last is a valid assumption. 

This principle indicates that in the 
long run and under effective competi- 
tion the corporate income tax could, at 
the worst, be shifted except to the ex- 
tent that the income was composed of 
pure profit. Under more favorable 
conditions (to the corporation) such as 
imperfect competition, price leadership, 
“ full-cost ” pricing, or a growing de- 
mand, it might be possible even to shift 
some part of the tax on pure profit. In 
the long run, implicit interest on equity 
capital and elements of wages and rent 
undoubtedly comprise a large part of 
total corporate income. Consequently, 
we should expect that in the long run it 
should be possible to shift a substantial 
part of the tax. 


II 


In this section we survey some of the 
recent literature on the subject, some 
empirical, some analytical, and some a 
combination of the two. All of the 
papers are concerned with the incidence 
of the tax generally, but several try to 
determine whether the increase in the 
tax between prewar and recent years 
has, in fact, been shifted. For con- 
venience the writers have been divided 
into three broad groups: (1) those who 
seem to believe that none, or very little, 
of the tax is shifted; (2) those who be- 
lieve that varying, and often indeter- 
minate, amounts of the tax are shifted; 
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and (3) those who express a rather 
strong conviction that most, if not all, 
of the tax is shifted. Some in the last 
category believe that the tax may be 
shifted in the short run as well as in the 
long run. Wherever possible we try to 
indicate the type of analysis or proce- 
dure whereby the writers arrived at 
their conclusions. Necessarily that must 
be a very sketchy and brief indication. 

It should be emphasized that this 
summary is based on the papers sur- 
veyed here; it may be that some of 
the writers have expressed modifica- 
tions or different opinions elsewhere. It 
should be noted also that this classifi- 
cation is very rough, and it may well 
be that we have done injustices to some 
writers in such an arbitrary classifica- 
tion. 

Among the writers surveyed, appar- 
ently only ‘two believe that none, or 
very little, of the tax is shifted. M. A. 
Adelman states that if an increase in the 
tax is shifted “there must be an in- 
crease in profits before taxes” and that 
“the relevant statistic for testing this 
hypothesis is corporate profits before 
taxes as a fraction of all income origi- 
nating in corporate enterprise.”  (Ital- 
ics supplied). He examines that frac- 
tion in the United States for the 1920’s 
and for the period 1946-55, finds it al- 
most identical for the two periods, and 
concludes that “ there has been no shift- 
ing of the corporate income tax either 
to consumers or employees.” * 


Richard E. Slitor is not so specific in 
his conclusions but apparently belongs 


in this category also. He states that 
there are only three recognized views on 
the incidence of the tax. First is the 
traditional view which holds that the 

4 Adelman, M. A., “ The Corporate Income Tax in 


the Long Run,” Journal of Political Economy, LXV 
(April, 1957), pp. 152, 157. 
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tax “ cannot be shifted either by a com- 
petitive business or a monopoly.” Sec- 
ond is the modern criticism of this view 
which, in his opinion, encounters many 
difficulties and which “ probably repre- 
sents more of a theoretical than a prac- 
tical triumph over the traditional doc- 
trine.” Finally there is Richard Goode’s 
aggregate-demand approach which ap- 
pears “ to rest on misconceptions of the 
mechanisms of income generation and 
transfers in connection with tax adjust- 
ments.” ° Thus, by elimination, Slitor 
would seem to be left holding the tra- 
ditional view which, by his statement, 
does not permit any shifting. 

By an assumption which he makes, 
Dan Throop Smith places himself in the 
first category, although with reserva- 
tions. In a study of the effects of cor- 
porate taxation on common stock fi- 
nancing he states, “ Economists have 
generally concluded that the tax is 
typically not shifted; though I am 
doubtful of this conclusion, it is adopted 
here for analytical purposes.” ° 

Among the writers in the second or 
middle category (those who believe 
there is some shifting), none has made 
an empirical study. Five of the works 
are standard undergraduate texts—all of 
the texts included in this survey. Gen- 
erally the writers in this group do not 
believe that the tax remains entirely on 
the corporation nor do they think that 
it is completely shifted. They recog- 
nize weaknesses in the traditional theory, 
but they also see objections to some of 
the modern criticisms of that theory. 
Opinions vary widely within the group. 

5 Slitor, Richard E., “* The Corporate Income Tax: 


A Re-Evaluation,” National Tax Journal, V (Decem- 
ber, 1952), pp. 304-06. 
6 Smith, Dan Throop, “Corporate Taxation and 


Common Stock Financing,” National Tax Journal, 
VI (September, 1953), p. 211. 
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Due holds that the traditional argu- 
ment is valid for firms under competi- 
tion and for the monopolist who has al- 
ready maximized profits, provided that 
the tax does not fall on the necessary re- 
turn to equity owners, which is an ele- 
ment of cost. But actual market con- 
ditions are seldom marked by perfect 
competition or complete monopoly, 
while oligopolistic competition is found 
frequently. Under the latter, systems 
of full-cost pricing or price leadership 
may easily result in some shifting. Due 
considers that “ under the type of com- 
petition which is most prevalent, some 
shifting of the tax, especially in periods 
of strong demand relative to capacity, 
is almost inevitable.” But he believes 


that “almost certainly the bulk of the 
tax rests upon the owners of the corpo- 
ration ” because “ nonuniformity of the 
ratio of tax to sales of various products 
makes exact shifting impossible and in- 


creases uncertainty about competitors’ 
reactions, thereby lessening the likeli- 
hood of general price increases.” 7 
Musgrave argues that the “ practical ” 
contention that the tax is added to price 
as a cost is not reasonable so long as we 
accept the principle of profit maximi- 
zation. He believes that the traditional 
view remains essentially correct. But 
when, in the same paper, he had to 
make assumptions about the incidence 
of the tax, he assumed that one third of 
the tax was shifted forward to consum- 
ers, that one eighth was shifted back- 
ward to labor, while the remainder rested 
upon the corporate owners. He did this 
because of certain exceptions to the or- 
thodox view: (1) the tax definition of 
income may not correspond to the econ- 
omist’s concept of pure profits; (2) im- 
perfections in the tax law may result in 


7 Due, John F., Government Finance (Homewood, 
Illinois, 1954), pp. 233-38. 
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differential burdens among different 
firms and industries; and (3) corporate 
management may not always be charg- 
ing the optimum price, “ especially un- 
der conditions of a sellers’ market such 
as prevailed in 1948.” § 

Somers criticizes at length the tradi- 
tional view and the conclusions of the 
Colwyn Committee Report. He con- 
siders the concept of profits, raises ques- 
tions about the strategic position of the 
marginal firms in price determination, 
and says that the orthodox view does 
not deal realistically with the problem 
of risk-bearing and uncertainty. He 
discusses complications and variations in 
the possibility of shifting in the long 
run and concludes that, while there is 
little chance of shifting in the short 
run, in the long run, “ Where alterna- 
tive possibilities exist, there is strong 
likelihood that the tax will be shifted.” ® 

In a similar conclusion, Poole holds 
that the tax is more likely to be shifted 
in the long run. He suggests that, even 
if businessmen treat the tax as a cost, 
“it has to be remembered that the tax 
cost is greater the larger the profits of 
the firm.” It is, therefore, more diffi- 
cult for high-profit firms to include a tax 
in their prices as a cost because the higher 
tax liability requires a greater price in- 
crease than is true for their lower-profit 
competitors. Economic profits tend to 
be a short-run phenomenon; in the long 
run they tend to disappear, and then the 
tax falls upon normal profit and be- 
comes a cost of production which must 
be recovered in higher prices. Or the 
burden could be shifted backward to 

8 Musgrave, Richard A., Carrol, J. J., Cook, L. D., 
and France, L., “ Distribution of Tax Payments by 


Income Groups: A Case Study for 1948,” National 
Tax Journal, IV (March, 1951), pp. 14-16. 


9 Somers, Harold M., op. cit., pp. 212-26. 
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labor or other factors of production."° 
Shultz and Harriss take essentially 
the same position as that stated by Har- 
riss in the quotation given earlier."' 
Some writers, interested in studying 
related aspects of the tax, make an as- 
sumption about the incidence and thus 
do not deal directly with the problem of 
shifting. For example, Lintner, assum- 
ing that the tax can be entirely shifted, 
concludes nevertheless that an increase 
in the tax might seriously impair invest- 
ment incentives and reduce the amount 
of capital invested. ‘‘ The reason is that 
there would have to be an increase in 
prices (or reduction in wages and other 
income payments) to pass on the tax; 
and, in either event, unit sales volume 
would be reduced below the levels it 
would have reached, . . . in the absence 
of the tax.” '* Moreover, the larger the 


rate of profits (before taxes) to sales 
before the tax increases, and the larger 


the difference between marginal costs 
and existing prices, the greater will be 
the reduction in investment attributa- 
ble to the shifted tax. 

Miller and Shelton state a rather simi- 
lar point. They consider the traditional 
view that, if the tax is fully shifted, the 
effect on corporate capital structure will 
be neutral. They reject this view as 
misleading, for if the tax is fully shifted 
the immediate improvement in the in- 
terest coverage ratio and the general 
credit rating of the taxed firms will 
make it much easier to borrow. Conse- 
quently, regardless of whether the tax 

10 Poole, Kenyon E., Public Finance and Economic 
Welfare (New York, 1956), pp. 211-15. 


11 Shultz, William J. and Harriss, Lowell E., 
American Public Finance, Sixth Edition (New York, 
1954), pp. 184-87. 


12 Lintner, John, “ Effects of a Shifted Corporate 
Income Tax on Real Investment,” National Tax 
Journal, VIII (September, 1955), p. 235. 
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is shifted, debt financing is made more 
attractive for the taxed firms.'* 

Shoup believes that “ the most plausi- 
ble assumption continues to be that for 
the most part” the tax rests upon the 
owners of common stock, but thinks 
that ‘“ there remains a considerable pos- 
sibility that the tax in part is being 
shifted to consumers through higher 
prices.” '* He thinks that the effect of 
the tax on pricing policies of the corpo- 
rations affected will vary widely de- 
pending upon: (1) the rate of the tax; 
(2) the capital structure of the corpo- 
ration; and (3) the rate of turnover of 
equity capital. Following this line of 
thought, Beck’s empirical analysis leads 
to the conclusion that the turnover ratio 
is the most important factor in deter- 
mining the ability of different firms 
and industries to shift the tax. The 
reason is that firms and industries with 
higher rates of turnover need a smaller 
percentage increase in prices in order to 
shift the tax than do firms and indus- 
tries with lower rates of turnover.” 

Goode is often cited as the standard 
authority on the corporate income tax. 
In his view, the tax is a levy on eco- 
nomic surplus in the short period be- 
cause the definition of costs in tax stat- 
utes is broader than the economic con- 
cept of necessary costs of production. 
Further, the tax cannot be added to 
price as a cost because “ the amount of 
the tax is not known until after the re- 
sults of the operations of a fiscal period 

13 Miller, Merton H. and Shelton, John P., “ Ef- 
fects of a Shifted Corporate Income Tax on Capital 


Structure,” National Tax Journal, VIL (September, 
1955), p. 256. 


14 Shoup, Carl S., “Some Considerations on the 
Incidence of the Corporation Income Tax,” Journal 
of Finance, VI (June, 1951), p. 187. 


15 Beck, Morris, ‘ Ability to Shift the Corporate 
Income Tax: Seven Industrial Groups,” National Tax 
Journal, UL (September, 1950), pp. 248, 253-56. 
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have been ascertained.” For these rea- 
sons he does not think that the tax can 
be shifted in the short run.'® 

He holds that the traditional theory 
is “as valid as the price theory upon 
which it is based” but that theory is 
“actually an examination of a tax on 
supply ” and suffers from the fatal 
weakness of being founded on the im- 
plicit assumption of fixed demand. 
This type of analysis, he holds, obvi- 
ously cannot deal adequately with the 
more complicated aspects of the tax 
which are supposed to operate through 
changes in investment, aggregate income 
and aggregate demand. “It is plainly 
inconsistent to argue that the corporate 
income tax restricts investment and 
then to deduce from this effects on prices 
without taking into account the almost 
inevitable impact of reduced investment 
on unemployment and aggregate income 
and demand.” '*’ The most direct ap- 
proach would be through an analysis of 
aggregate money income and demand. It 
may be that, although the tax decreases 
private income and demand, increasing 
governmental expenditures, partly fi- 
nanced from the tax revenue, may re- 
sult in a higher price level. But this 
does not necessarily support the popular 
view that the tax can be shifted through 
higher prices in the long run. “ Both 


for analytical and policy purposes, the 
most important conclusion is that the 
initial or short run incidence is largely 


> 18 


on corporate profits.’ Later he sug- 
gested that the tax “is completely 
shi‘ted if producers remaining in the 
16 Goode, Richard, The Corporation Income Tax 
(New York, 1951), pp. 46-54, especially p. 50. 


17 Goode, Richard, ‘‘ The Corporate Income Tax 
and the Price Level,” American Economic 


XXXV (March, 1945), p. 51. 


18 Goode, Richard, The Corporation Income Tax 
(New York, 1951), p. 72. 
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industry realize the same after-tax rate 
of profit on capital or sales as before the 
tax was raised.” '® 

Colm argues that if government ex- 
penditures increase without any cur- 
tailment in private demand, the price 
level may rise: “Profits before taxes 
may go up and corporate funds avail- 
able for distribution or investment 
would be restored. The end result 
would be a shift of the tax.”” His con- 
clusion is that part of the high corpo- 
rate taxes of recent years has been 
shifted through higher prices because in 
those years profits after taxes and in- 
vestment totals have been higher than 
ever before despite the high tax rates.”° 

Among the third group of papers, 
perhaps the most significant are two 
empirical studies. In the first, Lerner 
and Hendriksen set out to determine the 
effects of changes in the tax rate on the 
return on investment in manufacturing 
between 1927 and 1952, drawing their 
data from Statistics of Income. They 
noted each change of rate and attempted 
to measure its effect upon the rate of re- 
turn, both in the short run and in the 
long run. They found that “even 
though there is no evidence that the 
corporate income tax is passed on com- 
pletely in the short run, the rate of re- 
turn on investment after taxes has fluc- 
tuated around an almost level trend line 
over this quarter century.” Their final 
conclusion is that “In the long run... 
the level of taxation has had no dis- 

19 Goode, Richard, ‘Some Consideration on the 
Incidence of the Corporation Income Tax,” Journal 
of Finance, VI (June, 1951), p. 197. This state- 
ment is ambiguous in that the return on capital and 
the return on sales do not necessarily move in the 


same direction and Goode does not indicate which is 
the more significant. 


20 Colm, Gerhard, ‘‘ The Corporation and the Cor- 
American Economy,” 


XLIV 


porate Income Tax in the 


American Economic Review, (Proceedings, 


May, 1954), pp. 490-92. 
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cernible effect on the rate of return on 
investment” and this “ suggests that 
the corporate tax has become a part of 
the long run horizon of profit-making 
firms.” * One important factor con- 
tributing to the result they found was a 
sharp increase in the turnover ratio (the 
ratio of sales to investment). 

Although he did not make the same 
refinements and adjustments, Clendenin 
made essentially the same kind of study 
for the years from 1926 to 1955, using 
data from the Monthly Letter of the 
First National City Bank as well as 
from Statistics of Income. His conclu- 
sions, also, were essentially the same as 
those of Lerner and Hendriksen. He 
found that after 1940 both large and 
small corporations widened their margin 
of profit before taxes to absorb the in- 
creased tax burdens and concluded that 
“the bulk of the income tax increases 
has been shifted to others by both large 
and small corporations.” ** He, also, 
held that an increase in the turnover 
ratio had facilitated the shifting. As a 
side issue he states that “‘ the imposition 
of heavy corporate income taxes has led 
to a widening of the margin between 
costs and selling prices by successful 
corporations” and this “must afford 
new firms, small firms, inefficient firms, 
and unincorporated firms a better com- 
petitive chance than they would other- 
wise have.” *8 

The way in which the rates of return 
on investment held up in these two 

21 Lerner, Eugene M. and Hendriksen, Eldon S., 
“Federal Taxes on Corporate Income and the Rate 
of Return on Investment in Manufacturing, 1927 to 


1952,” National Tax Journal, VIII (September, 
1955), pp. 199, 202. 


22 Clendenin, John C., “Effect of Corporate In- 
come Taxes on Corporate Earnings,” Taxes, XXXIV 
(June, 1956), p. 396. 


23 [bid., p. 419. 
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studies is the more remarkable in view 
of the sharp declines which took place 
in interest rates and other forms of re- 
turn to property during the periods 
covered. To a considerable extent cor- 
porate income is composed of implicit 
interest or “ normal profit” on equity 
capital—the competitive interest rate 
which must at least be equalled if cap- 
ital is to flow into equities. Since the 
competitive rate declined by 40 per cent 
or more, it would be logical to expect a 
considerable reduction in the net return 
on owners’ investments in corporations. 
Lerner and Hendriksen showed a de- 
cline from 10.9 per cent in 1927-29 to 
9.7 per cent in 1950-52. Clendenin, 
using First National City Bank data, 
showed an increase from 12.2 per cent 
in 1928-29 to 13.1 per cent in:1952-55. 

Before these studies were made, Wes- 
ton, in a careful analysis, had shown 
that the tax rests in part upon such cost 
elements as noncontractual interest, re- 
turn of capital, capital gains and losses, 
economic rent and quasi-rent, and wage 
returns, and hence is itself an element of 
cost. He showed that many of these 
costs exist even for marginal firms. He, 
therefore, rejected the traditional doc- 
trine as invalid. His conclusions were 
that in the short run the tax may not be 
shifted under competition, but may be 
shifted in an oligopolistic market and 
that “In the long period, the pre- 
sumption indicated is that the tax is 
shifted.” ** This latter conclusion would 
imply that the entire tax can be shifted, 
but Weston’s analysis supports the shift- 
ing of only that part which rests upon 
cost elements. 


More recently Collier has examined 
the question with particular reference 


24 Weston, J. Fred, “Incidence and Effects of the 
Corporate Income Tax,” National Tax Journal, I 
(December, 1949), pp. 307, 309, 312, 315. 
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to the effects of full-cost pricing. Stat- 
ing that some firms now do include the 
entire tax liability as a cost, he holds 
that “‘ the use of cost plus markup pric- 
ing enables business to approximate the 
long-run solution in one jump ” rather 
than awaiting the long and painful 
process of squeezing out the marginal 
firms. He rejects the usual argument 
that marginal firms determine price, 
stating that there are serious questions 
about the existence of pure competition 
and the strategic role of marginal firms 
in price determination.”” His final con- 
clusion is that “‘ it appears as if the cor- 
porate net income tax is shifted consid- 
erably more rapidly and completely than 
traditional theory holds is possible; and 
it appears that the use of cost plus pric- 
ing may enable business to do this.” *° 


Bodenhorn and Brown are both in- 
terested in economic changes and prac- 
tices which speed up the shifting process 
and permit the long-run analysis to ap- 
ply in the short run. Bodenhorn is es- 
pecially interested in the possibilities of 
shifting the tax in a growing economy. 
He shows that in an expanding econ- 
omy or industry, “‘ long-run’ changes 
are constantly taking place in the pres- 
ent ” and that “ the formal distinction 
between the ‘ long-run’ and the ‘ short- 
run’... cannot be maintained in a 
growing industry.” He then proceeds 
to demonstrate how, in different indus- 
tries, varying amounts of the tax may 

25 With respect to the latter he says in a footnote: 
“To be specific, perhaps General Motors and Ford 
actually play a larger part in the determination of 
automobile prices than do Kaiser-Willys or Stude- 
baker-Packard.” Collier, Robert P., “Cost Plus 
Pricing and Tax Incidence,” Proceedings of the 


Thirty First Annual Conference of the Western Eco- 
nomic Association, 1956, p. 50n. 


26 Collier, Robert P., “Cost Plus Pricing and Tax 
Incidence,” Proceedings of the Thirty First Annual 
Conference of the Western Economic Association, 
1956, p. 51. 
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be shifted in the short run by slowing 
up the investment process.”* 

Brown argues that short-run varia- 
tions in output require variations of in- 
vestment in the form of working cap- 
ital. Hence, he says, the difference be- 
tween short-run and long-run effects of 
the tax are “‘ merely questions of degree 
and not of kind.” He concludes that, 
“In the short run . . . some capital is 
variable and, to this extent, existing 
conclusions regarding the short-run ef- 
fects of the corporate income tax under 
pure competition or monopoly require 
revision.” 78 

To summarize this section: this brief 
survey shows that a significant change 
is taking place in views on the incidence 
of the corporate income tax. A large 
majority of the writers surveyed here 
believe that some part of the tax may be 
shifted in the long run and several be- 
lieve that there are substantial possibil- 
ities of shifting in the short run. Two 
of the three empirical studies and sev- 
eral of the writers indicate that a large 
part, if not all, of the tax may be shifted 
under certain favorable conditions. 


Ill 


Let us now consider a few of the 
more important and controversial points 
covered in the survey. Professor Adel- 
man’s conclusions, based on his empiri- 
cal investigations, are diametrically op- 
posite to the findings of the other two 
empirical studies. Further, Professor 
Adelman stands almost alone among 
these writers in his strong and unquali- 
fied opposition to the view that any 

27 Bodenhorn, Diran, “ The Shifting of the Corpo- 
ration Income Tax in a Growing Economy,” Quar- 


terly Journal of Economics, LXX (November, 1956),, 
p- 567. 


28 Brown, E. Cary, “ The Corporate Income Tax 
in the Short Run,” National Tax Journal, VII (Sep- 
tember, 1954), pp. 240-41. 
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shifting is possible. What is the ex- 
planation of this conflict in the empiri- 
cal findings? Very briefly, the answer 
would seem to lie in the fact that differ- 
ent tests or measures of tax shifting 
were used in the different studies. 

The question at issue here is whether 
and to what extent the tax can be 
shifted. To the extent that it is not 
shifted, the burden falls on the owners 
of the corporation and reduces the net 
return they realize on their investment. 
The crucial fact to be determined, there- 
fore, would seem to be the effect of tax 
changes on corporate income after taxes, 
expressed as a rate of return on invest- 
ment. Insofar as they consider this 
question, all the writers surveyed except 
Adelman and, possibly, Goode seem to 
agree on this point. Further, the logic 
inherent in the mechanics of shifting 
compels the use of this measure. When 
an entrepreneur is considering whether 
to make an investment, he gives pri- 
mary attention to the expected return 
after taxes; that is the figure on which 
he bases his decision and which he tries 
to change.”® 

Professor Adelman, however, does not 
think that the after-tax rate of return 
on investment is the best measure of tax 
shifting. Instead he states that the rele- 
vant statistic is “corporate profits be- 
fore taxes as a fraction of all income 
originating in corporate enterprise.” *° 
The logic of using such a procedure is 
not apparent on its face, and Professor 

29In this connection Clendenin says: “ The profit 
percentage on corporate net worth has not been im- 
paired; it remains adequate as compensation for cor- 
porate capital and far outweighs the ratio of profit 
to sales as a normal corporate objective.” Clendenin, 


John C., ‘Effects of Corporate Income Taxes on 


Corporate Earnings,” Taxes, XXXIV (June, 1956), 


p. 395. 


30 Adelman, M. A., “ The Corporate Income Tax 
in the Long Run,” Journal of Political Economy, 
LXV (April, 1957), p. 152. 
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Adelman offers no explanation for his 
choice. Certainly it is not a widely- 
known nor generally-accepted proce- 
dure for testing tax incidence. 

Between the result which Professor 
Adelman measures and “ profits after 
taxes” there are two major variables in 
addition to the tax itself. The first is 
the rate of interest and the second is the 
turnover ratio. Consider first the rate 
of interest. Professor Adelman states 
that “ profits have benefitted from lower 
interest rates, but this change is not 
relevant to our inquiry.” *' Let us test 
that by assuming that in a given period 
all interest rates declined by 50 per cent 
while all other factors remained un- 
changed. We would have to assume 
that the part of corporate income which 
represents implicit interest would also 
decline; if it did not, the relative return 
on equity capital would be twice as high 
as before the decline of interest rates. 
Competition in the capital market would 
force the return down, as we show later. 
Implicit interest (together with the tax 
formerly paid on it) would thus decline 
in relation to other factors. Since these 
two factors are major components of in- 
come before taxes, Professor Adelman’s 
fraction would thus decline at a time 
when there was no change in the tax 
rate. If that fraction did not decline in 
a period when tax rates increased and 
interest rates fell, it would be a fair as- 
sumption that those two changes offset 
each other. Certainly that could hap- 
pen, thus leaving return on capital after 
taxes unchanged. 


The second and more important vari- 


able is the turnover ratio. The impor- 
tance of this has been emphasized both 
by Lerner and Hendriksen, and by 


Clendenin. Professor Shoup also has 


31 [bid., p. 152. 
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several times pointed out the importance 
of a high rate of turnover in facilitat- 
ing shifting. Again, let us suppose that 
in a given period everything else re- 
mained unchanged and that the turn- 
over ratio doubled. That would mean 
that capital was being used more inten- 
sively and that a larger income in the 
corporate sector was being generated 
with the use of a given amount of cap- 
ital. If capital earned the same rate as 
before, those earnings would be a lower 
fraction of all income generated in the 
corporate sector. Again, if Professor 
Adelman’s fraction did not fall in a pe- 
riod when both tax rates and turnover 
ratios increased (other factors remain- 
ing unchanged) the most likely assump- 
tion would be that the two changes off- 
set each other. 

Between the late 1920’s and the early 
1950’s, interest rates generally fell by 
40 per cent or more. In the same pe- 
riod the turnover ratio for all corpora- 
tions, but especially for manufacturing 
corporations, rose sharply. According 
to data computed by Lerner and Hend- 
riksen, the turnover ratio for manufac- 
turing firms rose from 115.9 in 1927-29 
to 185.8 in 1950-52—an increase of 
about 60 per cent.*” 

The decline in the rate of interest and 
the increase in the turnover ratio were 
sufficient, apparently, to offset the ef- 
fects of an approximate quadrupling of 
the tax rate during this period and thus 
to leave Professor Adelman’s fraction 
unchanged without causing any sub- 
stantial change in the after-tax rate of 
return on investment in manufacturing 

32 Messrs. Lerner and Hendriksen very kindly sup- 
plied us with the figures on which their chart is 


based. Lerner, Eugene M. and Hendriksen, Eldon S., 
op. cit., p. 201, Figure 2. 
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corporations. In other words, the taxes 
were shifted in this period by their ab- 
sorption of the savings resulting from 
lower interest rates and increased turn- 
over. Given this reconciliation of the 
findings of the empirical studies, the 
only question remaining would be 
whether Professor Adelman’s fraction or 
the net rate of return on investment is 
the more significant measure of shifting. 
For our part, we would choose the latter. 
IV 

Perhaps the most important cost in- 
cluded in corporate income as defined 
for tax purposes is the necessary cost of 
obtaining equity capital. When an in- 
crease in the tax causes an increase in 
this cost, there is a presumption that the 
tax can be shifted to the extent of that 
increase. In discussing this point Adel- 
man admits that a minimum level of 
profit is a part of long run cost, but 
contends: ** 


e 


“cost” in economic theory is opportunity 
cost—what the owner of the factor could 
obtain elsewhere for its services. 
given 


In any 
industry the necessary minimum 
profit after taxes is that obtainable in 
other industries—making the usual al- 
lowances for risk differentials. The im- 
position of a profits tax over the whole 
economy serves to decrease the level of 
“cost” everywhere. 


He admits the possibility that suppliers 


of capital or of “enterprise,” faced 
with a lower return because of higher 
taxes, “ may supply less than they would 
have supplied at the old level,’ but 
concludes that “ A priori we cannot say 
how important this effect may be.” *4 
But this is the crux of the whole prob- 
lem and no significant conclusion can 

33 Adelman, M. A., op. cit., p. 156. 

34 Ibid., p. 156. 
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be reached until some answer is given to 
this question. 

In dealing with this problem some 
writers have assumed, explicitly or im- 
plicitly, that the allocation of invest- 
ment funds will not be affected by an 
increase in the tax because potential in- 
vestors have no alternative—no way of 
escaping the tax. Therefore, the rea- 
soning goes, investors will accept the 
lower return and continue allocating 
their investment funds in the same way 
as before. Adelman hints strongly at 
this when he refers to “a profits tax 
over the whole economy.” But, of 
course, there is no such profits tax over 
the whole economy; the corporate in- 
come tax applies to the return on only a 
minority of the funds invested in any 
given period. 

At this point it may be well to note 
what investments are directly affected 
by the tax and the alternative invest- 
ments which are exempt from the tax. 
Generally we can say that the only in- 
vestments directly subject to the tax are 
investments in the equity capital (com- 
mon and preferred stock and retained 
earnings) of corporations which pay the 
tax. This is true because the return on 
bonds and notes is deducted before tax- 
able income is computed. Even here, 
we would have to exclude equity invest- 
ments in public utility corporations be- 
cause the income which those corpora- 
tions are allowed to earn is computed 
net of taxes.*° In contrast with these 
limited channels of investment, note the 
wide range of investments which are not 
subject to the tax. They include real 
estate mortgages, government bonds, 

351It is recognized that this may not work out 
precisely because regulatory bodies may not adjust 
rates promptly and because the corporations may not 
be able to earn all they are allowed to earn, but it 


would seem that these exceptions are not important 
enough to affect the principle involved here. 
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unincorporated firms, common and pre- 
ferred stocks of public utility com- 
panies, and the bonds and notes of all 
corporations. It is true that not all of 
these demands for funds are directly 
competitive with the equity offerings of 
taxed corporations. Some investors, by 
their preferences or by legal regulations, 
are restricted to fixed money obligations, 
while other investors may, as a fixed 
policy, buy only equities. But un- 
doubtedly there are enough investors 
able and ready to shift from one group 
to another to exert a strong influence 
on relative yields. Here, as elsewhere, 
relatively small shifts at the margin 
may be able to maintain an equilibrium 
between the different categories. 

It is not possible to give a complete 
statement of all the new investment 
possibilities open to investors in a given 
period, but it is possible to give a partial 
statement which will demonstrate the 
point at issue here. In 1955 investors 
put the following amounts into uses not 
subject to the corporate income tax: net 
increase in government debts, $6.3 bil- 
lion; net increase in mortgage debt, 
$16.1 billion; corporate bonds sold 
(after deducting an estimated $890 
million used for retirement of old obli- 
gations), $6.5 billion; preferred and 
common stock of public utility com- 
panies, $1.0 billion. This makes a total 
of $29.9 billion and does not include 
amounts invested in unincorporated 
firms, personal loans, and other similar 
uses. In contrast, the amounts invested 
in equities subject to the effect of the 
corporate income tax were: preferred 
and common stocks sold by corpora- 
tions other than public utility com- 
panies, $1.5 billion; retained earnings of 
corporations, $8.8 billion. These make 
a total of $10.3 billion, which includes 
some retained earnings of public utility 
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companies which cannot be isolated.*® 
The important point here is that of all 
the new investment opportunities avail- 
able in 1955, not more than one-fourth 
(and probably considerably less) were 
subject to the effects of the corporate 
income tax. Of the loans negotiated or 
securities sold in the open market, 
equity securities subject to the tax con- 
stituted only about 5 per cent. 

Under these conditions, consider the 
effects of an increase in the corporate 
income tax, if it is not shifted, upon the 
flow of investment funds to corpora- 
tions subject to the tax. First, unless 


there is a reduction in dividend pay- 
ments, retained earnings, the most im- 
portant source of equity funds for cor- 
porations, will be reduced by the amount 
of the tax increase. Second, in the ab- 
sence of offsetting developments, the re- 
turn on equity investments will decline 


and stock prices will fall. This will 
make it more difficult and costly for 
corporations to finance with equities 
and is likely to affect even their deci- 
sions about the reinvestment of retained 
earnings. The effects of lower stock 
prices on equity financing are numerous 
and complex; space does not permit a 
consideration of them here. Dan Throop 
Smith has considered them at some 
length, and his conclusions are: ** 


An unshifted corporation income tax 
thus discourages equity financing through 
its adverse effect on stock prices, which 
in turn reduces the number of situations 
in which stock financing is possible with- 
out dilution. . . . the higher the tax, the 
greater the probability of dilution of 
36 Sources for the above data are: Economic Re- 
port of the President, 1957, pp. 172, 173, 182, and 


Securities and Exchange Commission, Statistical Bul- 
letin, June, 1957, pp. 8, 9. 


37 Smith, Dan Throop, op. cit., p. 225. 
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earnings from common stock financing 
and the less likelihood of equity financing. 


In the light of these conclusions, the 
great increase in stock prices and the in- 
creased use of equity financing in recent 
years would seem to indicate that the 
tax has been shifted. 

The question of the effect of a tax in- 
crease on the reinvestment of retained 
earnings is probably even more com- 
plex. As noted above, the first effect 
will likely be to reduce the amount of 
such earnings available for reinvest- 
ment. The remaining earnings are, in a 
sense, interest-free since the corporation 
did not have to promise any specific 
payment nor did the stockholders suffer 
any dilution of their assets or earnings 
to obtain them. But that does not 
mean that corporate directors will in- 
vest them without any thought of the 
return to be earned. In a recent state- 
ment the president of General Electric 
said that his company would continue 
its program of capital expansion but 
only on new installations which “ have 
prospects of earning a return of at least 
7 per cent of sales, after taxes, or 20 per 
cent return after taxes on the money 
invested in any particular expansion.” ** 
But suppose that, because of a tax in- 
crease or other developments, there was 
no project which promised a 20 per cent 
return. Of course, the company might 
lower its required rate of return, but 
another likely development would be 
that the earnings would be kept in liquid 
form, probably invested in governments, 
thus improving the company’s current 
ratio. During the past two years we 
have seen the reverse of this develop- 
ment. Earnings prospects have been 
very good, but interest rates have been 
rising rapidly. Faced with this situa- 


38 The New York Times, May 5, 1957, III 1:1. 
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tion, corporations have been liquidating 
governments, reducing other liquid as- 
sets, and financing an increased volume 
of sales with a smaller amount of work- 
ing capital. 

To sum up: if an increase in the tax 
is not shifted initially it means that the 
corporation will have less retained earn- 
ings to reinvest and will have more difh- 
culty raising outside funds by the sale of 
equities. The increased tax, by reducing 
prospective returns, is likely to reduce 
the reinvestment of retained earnings in 
expanded facilities. These add up to a 
reduced flow of capital funds into the 
taxed corporations compared with what 
would have been the case without the 
tax increase. This would bring about a 
relative reduction of supply and permit, 
if not force, an increase in prices, thus 
shifting the tax. 


V 


It is sometimes argued that the tax 
cannot be shifted because the amount of 
the tax is uncertain and cannot be as- 
certained until the end of the account- 


ing period. Therefore, the argument 
goes, even if the tax is regarded as a 
cost, it cannot be included in price. To 
the extent that the tax rests upon pure 
or windfall profits this is correct, since 
by definition such profits cannot be 
foreseen or provided for. But the argu- 
ment is not valid insofar as the tax rests 
upon cost elements. In that case the 
tax can be shifted by including in price 
an amount which, after deducting the 
tax, will return the necessary cost. Of 
course, the businessman has no assur- 
ance that he will realize the desired re- 
turn ex post, but that is true of nearly 
all elements of cost. In the nature of 
the case, prices are set on the basis of 
estimates, some of which are firm and 
some of which are highly uncertain. 
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But certainly those who set prices do 
not leave out cost elements merely be- 
cause they cannot be accurately ascer- 
tained in advance; they make the best 
estimates they can, probably allowing 
some margin for error. 

The best accounting opinion seems to 
be that the income tax is a cost and that 
it can be included in price. The most 
authoritative manual of accepted ac- 
counting practice states: “ Income taxes 
are an expense that should be ailocated, 
when necessary and practicable, to in- 
come and other accounts, as other ex- 
penses are allocated. . . . The difficulties 
encountered in allocation of the [in- 
come] tax are not greater than those 
met with in many other allocations of 
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expenses. 


In fact, it is possible to go further 
and say that a large part of the tax is 
included in prices automatically and al- 
most unconsciously. When investment 
decisions are based on an expected rate 
of return after taxes, as they almost in- 
variably are, that means that the tax on 
that return is automatically treated as a 
cost, to be deducted before the return 
is computed. For example, when Gen- 
eral Electric, in the case noted in the 
preceeding section, requires a return on 
capital, after taxes, of 20 per cent be- 
fore embarking on a new project, it is, 
under present tax rates, requiring a re- 
turn before taxes of something over 40 
per cent on capital; and the prices on 
which the decision is based will have 
been set accordingly. Incidentally, this 
is a strong argument for regarding re- 
turn on capital as the most significant 
test of tax shifting. The most impor- 
tant responses to tax changes are to be 

39 Committee on Accounting Procedure, American 
Institute of Accountants, Accounting Research Bul- 


letin No. 43: Restatement and Revision of Account- 
ing Research Bulletin (New York, 1953), p. 88. 
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found in investment decisions, which 
are made on the basis of expected re- 
turns, and those decisions, in turn, are a 
major factor in determining whether 
the tax can be shifted. 

It should be noted that there is no 
concept of cost which is universally 
recognized. It may be argued that if 
there is any business outlay which busi- 
nessmen generally regard as a cost and 
treat as a cost in their investment and 
price decisions, then it must be accepted 
as a cost for purposes of economic analy- 
sis, regardless of whether it corresponds 
to what the economist thinks should be 
a cost. The same principle may be ap- 
plied to profit maximization. If busi- 
nessmen generally believe that the best 
way to maximize their profits is to treat 
the income tax as a cost and if they act 
accordingly, it would be difficult to 
prove that the shifting of the tax is in- 
consistent with profit maximization. 

The extent to which the tax may be 
effectively incorporated into price as a 
cost will depend upon the state of de- 
mand, market conditions, and the profit 
margins of individual firms before a tax 
change. Traditional discussions of tax 
incidence often assume situations of 
either perfect competition or complete 
monopoly. Although actual market 
conditions are seldom characterized by 
these limiting cases, it may be well to 
consider briefly the supposedly strategic 
role which the marginal firm plays un- 
der perfect competition. The argu- 
ment is that market price is determined 
by the production costs of marginal 
firms, which make no “ profit” and 
hence pay no tax. If the tax is in- 
creased, supra-marginal firms may not 
raise prices lest the marginal firms ex- 
pand production and take over a larger 
part of the market. On this theory 
three ccmments may be offered. 
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First, it may be questioned whether 
marginal firms do, in fact, determine 
prices. It may be that price is deter- 
mined by total demand and supply and 
that the price determines which are 
marginal firms, rather than the other 
way about. It may be, also, that the 
production of the marginal firms is so 
small that it can have no significant ef- 
fect on price. 

Second, the necessary return to cap- 
ital is a cost even to marginal firms in 
the long run; they must earn this if 
they are to stay in business. To this ex- 
tent the tax must be an element in the 
price charged by marginal firms. 

Third, if the marginal firms were 
earning no return, or a very low return, 
on capital they would not be able to ex- 
pand and take over more of the market 
if the supra-marginal firms should raise 
prices in response to an increase in the 
tax. This is true because their zero or 
low rate of return would prevent them 
from attracting the capital necessary to 
finance an expansion. 

Since World War II conditions have 
been unusually favorable for a “ full- 
price” policy which includes in price 
all elements of cost, including that part 
of the tax which rests upon cost ele- 
ments. Except for very short periods 
there have been: a strong and growing 
demand; high employment; a high rate 
of turnover; and oligopolistic pricing in 
many fields. Producers have not had to 
restrict production or investment in or- 
der to raise prices; in most cases they 
have been able to find a market for all 
they could produce even after including 
in price all elements of cost. Under 
such conditions it would have been re- 
markable if producers had not shifted 
that part of the tax which represented 
costs. 
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In reply to this, it is sometimes argued 
that, given this kind of demand, prices 
would have risen as much as they did 
even if there had been no corporate in- 
come tax. If this is true, then increased 
taxes did not cause any part of the price 
rise and it would not be proper to say 
that the taxes were shifted. Any com- 
prehensive analysis of this proposition 
would require a separate paper—or per- 
haps a book. In lieu of such an analysis 
we offer a few suggestions designed to 
indicate qualifications to this generaliza- 
tion. These suggested developments are 
mutually exclusive; i.c., each assumes 
that the others did not happen. In 
practice, each of them may have oc- 
curred in some degree. 

First, in the absence of a corporate 
income tax the high returns on capital 
invested in corporations would have di- 
verted resources from other fields to cor- 
porations, would have increased produc- 
tion by corporations and that increased 
supply would have limited the rise in 
the prices of goods produced by corpo- 
rations. Thus, even if the price level 
had been the same, there would have 
been a different price structure. Sec- 
ond, if the net income of corporations 
had been substantially higher in the ab- 
sence of the tax, labor unions would 
have demanded, and probably obtained, 
larger wage increases. Third, some cor- 
porations would probably have been 
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embarrassed by their high earnings and 
would have limited their price increases 
in order to avoid government regula- 
tion and anti-trust investigations; vide 
the automobile and oil companies im- 
mediately after the war.*” 


VI 


A large majority of the writers sur- 
veyed here hold the view that some part 
of the corporate income tax can be, and 
is, shifted. Several of them believe that, 
under conditions which have prevailed 
in recent years, this may be done in the 
short run as well as in the long run. 
These views are greatly different from 
those which were generally accepted 20 
or 30 years ago. 

It probably is not possible to lay 
down any dogmatic rule as to the part 
of the tax which can be shifted or 
whether any part of the tax can be 
shifted under all conditions. But to us 
the evidence is conclusive that over the 
past 15 years a very large part of the 
tax has been shifted. 


40 Tt is possible to raise, without answering, a still 
more complex and controversial question. Suppose 
that in recent years governments had levied no cor- 
porate income tax and, instead, had raised the amount 
which it actually realized from that tax (about $20 
billion per year) by increasing taxes which are not 
generally shifted and do not get embodied in prices; 
e.g., personal income and estate taxes. Suppose also 
that government expenditures remained unchanged. 
In that case, would the demand for goods, including 
those produced by corporations, have been as great as 
it was? Would prices have risen as much as they did 
rise? 





TAX INCENTIVES IN GERMANY “* 


ROBERT G. WERTHEIMER + 


AX incentives played a very impor- 

tant role in the recovery and growth 
of the West German economy. While 
attention will be focused on tax meas- 
ures for stimulation of saving and in- 
vestment, other aspects of the recovery 
should be briefly mentioned in order to 
give the right perspective to fiscal versus 
monetary measures and general eco- 
nomic policies. 

The economic climate at the time of 
the currency reform in June, 1948, was 
ready for the rapid economic growth 
that followed. Reconstruction needs, 


pent-up consumer demand, the needs of 
ten million refugees provided an enor- 


mous economic stimulus. At that time, 
exports did not enter the picture. 

The currency reform which elimi- 
nated over 90 per cent of the money sup- 
ply was extremely drastic but succeeeded 
in establishing a sound currency, a most 
vital prerequisite for the functioning of 
the German economy. The refugee in- 
flux increased the work force by 25 per 
cent and should be considered as one of 
the most important contributions to the 
fast rate of economic growth without 
inflation. The Marshall Plan Aid, 
praised by every German without reser- 
vation, made vitally needed imports pos- 


* The material is based on research originally under- 
taken for a doctoral dissertation at Harvard Univer- 
sity on “ Tax Incentives for Savings and Investments 
in the German Federal Republic, 1948-1954,” com- 
pleted in 1956. The legal aspects of incentives and 
statistical data are brought up-to-date. 


+ The author is Professor of Economics, Babson 
Institute. 


sible and was well-timed to break bottle- 
necks. 

Incentive devices were proposed by 
the German government not as an in- 
genious fiscal device to stimulate re- 
covery but as an instrument for evasion 
of tax policies imposed by the Occupa- 
tion powers. The incentive devices 
simply made utterly ineffectual the 
steeply graduated income tax rates of 
the Allied Control Council in 1946. 
While the rates were not heavier than 
those self-imposed by the Allies during 
the war, the Germans did not like them 
and thought of them as being an imple- 
mentation of the Morgenthau Plan to 
“keep Germany down.” The far less 
burdensome rates under Hitler, who 
financed the war predominantly by in- 
flation, gave the Germans a twisted basis 
for comparison. 

Incentive measures served not only 
directly as stimulation of saving and in- 
vestment but indirectly as anti-inflation- 
ary measures by requiring in some cases 
a curtailment of private consumption. 


I. SAVING INCENTIVES 


Tax incentives for the stimulation of 
personal saving were written into the In- 
come Tax Law of 1948. 

The relevant portions of this Act, Sec- 
tion 10 (1) 2. ¢ and d, and (2) 3. 4 
through c, state that “ Individual tax- 
payers can deduct the following expendi- 
tures from their taxable income: 


2. c. Expenditures made for direct or 


indirect first purchase of shares of 
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building and housing associations 
and consumer associations. 
Expenditures made according to 
saving contracts with financial in- 
stitutions. ! 

Such expenditures are deductible 
with an annual total of DM800. 
Additional deductions of DM400 
each for wife and every child are 
granted. 

Expenditures in excess of the 
amounts listed under a can be de- 
ducted with one-half of the actual 
expense in excess of the fixed 
limits. Such deductions are limited 
by a maximum of 15 per cent of 
the total taxable income.” 
Taxpayers aged 50 years or over 
can double all previously men- 
tioned deductions.” 


In addition to deductions from tax- 
able income for saving purposes, the so- 
called traditional (Alassische) deduc- 


tions, consisting of premium payments 


to life insurance companies and contri- 
butions to building and loan associations, 
were restored, though total deductions 
had to remain within the various limits 
previously mentioned.* 


Total deposit saving reached DM17.6 
billion at the end of 1955 and included 
DM2.4 billion incentive-connected sav- 
ing. Considering the great emphasis 
given to incentive saving, a rate of 13.4 
per cent of saving based on incentives 


1 These savings could not be withdrawn for three 
years from the date of the contract. Two forms 
were permissible, a general one requiring a lump sum 
deposit or installment payments at a rate of at least 


every three months over a period of three years. 


2 Total deductions for the various forms of conces- 
sion saving were limited to DM20,000 in 1948 but 
reduced to DM5,000 annually in 1951. Currently, 
regular maximum deductions are set at DM800 each 
for the taxpayer and his wife and DM500 for each 
child. These amounts can be exceeded by a maxi- 
mum of 50 per cent. 


3 These customary deductions, allowed already prior 
to World War II, were abolished by the Control 
Council Tax Law of 1946 but restored in 1948. 
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was disappointing. However, invest- 
ment incentives competed for savings, 
and the public refused to lose control 
over its deposits for three years as was 
required in the case of incentive saving. 
Insurance and building association sav- 
ings, on the other hand, advanced 
rapidly, stimulated by incentives. Total 
institutionalized saving, as a percentage 
of disposable incomes, climbed from 4 
per cent in 1950 to 8 per cent in 1954. 
When incentives were eliminated or 
weakened in 1955, the rate dropped to 
6 per cent in the following year. 


A. The Capital Market 


The financing of investment through 
the sale of obligations and equity be- 
came a major concern of the German 
government after 1945. It was assumed 
that investments could not be financed 
in sufficient amounts unless personal sav- 
ings were directed into the purchase of 
capital market issues.* The First Capital 
Development Law of 1952 was devised 
not only to encourage the traditional 
function of the capital market but, in 
particular, to stimulate the sale of mort- 
gage obligations. This law, inserted as 
Sections 3 a, 3 b, 43 and 44 of the In- 
come Tax Law of 1952, provided the 
following incentives for the raising of 
investment funds. 


Section 34 exempted income from 
personal and corporate income taxation 
in the following cases: 


1. Interest payments on mortgage letters 


4 This nostalgic reference to the importance of the 
traditional capital market was little justified. While 
market issues were large, equalling 40 per cent of 
personal savings in the "twenties and ’thirties, they 
were predominantly financed from other sources. 
Foreign funds financed 40 per cent of all issues in the 
twenties, and most of the balance came from com- 
mercial bank subscriptions in both periods. See Nord- 
deutsche Bank, Norddeutscher Bankbrief, May 21, 
1954, p. 5. 
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and Communal obligations paying a 
maximum of § to 5.5 per cent inter- 
est provided that at least 90 per cent 
of their yield is used to finance social 
housing.” 

Interest payments on federal and 
Linder obligations issued at 5 per cent 
and running for at least three years. 
Other specifically designated private 
obligations serving similar purposes. 


Likewise, Sections 43 and 44 provided 
preferential tax treatment of the income 
from industrial bonds, Section 43 (1) 
making eligible for such treatment “ the 
interest income from any industrial obli- 
gations issued after April 1, 1952, and 
not redeemable for three years,” and 
Section 44 (1) “setting the capital 
yield tax at 30 per cent of this income 
and exempting it from any further 
personal or corporation income tax.” 
The introduction of tax-exempt obli- 
gations provided an enormous attraction 


of funds for the capital market, raising 
a total of DM14.3 billion from 1950 to 


1955.° These issues served exclusively 
the long-term financing of social hous- 
ing and were principally purchased by 
private financial institutions, corpora- 
tions, and public authorities. Individu- 
als bought less than 7 per cent of these 
issues. The special issues had two un- 
favorable effects on the capital market. 
First, they absorbed a large part of 
available funds and created a capital 
shortage for other users outside of hous- 
ing. Second, they reduced the flexibility 


® This concept was created by the Federal Housing 
Act of 1950, providing for the erection of low cost 
rental units under private ownership made possible by 
the channeling of cheap or cost-free private and pub- 
lic mortgages for this purpose. 


§ Namely mortgage bonds, amounting to DM6 bil- 
lion, Communal bonds for 2.9 billion, public ‘issues 
for 2.9 billion were among the most important, in- 
cluding 1.8 billion partly tax-exempt industrial bonds. 
Source: Bank deutscher Lander, Annual Report for 
the Year 1955, p. 61. 
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of the market rate of interest by freez- 
ing it into a level that corresponded to 
a net capital yield of 5 per cent after 
taxes." 

Tax devices to stimulate the raising of 
equity capital were considered initially 
but were undertaken only indirectly in 
the form of a differentiated corporate 
income tax rate. While retained profits 
have been taxed at the corporate rate of 
60 per cent and 45 per cent since 1955, 
the portion of profits paid out as divi- 
dends has been subject to a reduced rate 
of 30 per cent from 1953 on. It was 
assumed that this measure, leading to 
more liberal dividend payments, would 
attract new capital into equity issues.* 


B. Summary 


The stimulation of personal saving 
represented a vital public issue in 1948 
because it was thought that the normal 
volume of savings would be inadequate 
to finance investment. Savings incen- 
tives and the channeling of long-term 
funds into social housing by tax-exempt 
bonds succeeded extremely well, being 
responsible for DM24 billion out of the 
total of DM45 billion medium and long- 
term private funds raised for outside 
and equity financing from 1950 to 1955.° 

On the other hand, tax-exempt issues, 
more than any other tax measure, crys- 
tallized opposition to all types of incen- 
tive devices, whether for saving or in- 


7 For the average investor, earnings of 8-10 per 
cent interest before taxes from other investments were 
needed to equalize net yields of 5 per cent. 

8 Actually, the sale of equity issues lagged until 
1955, providing a total of only DM1.3 billion since 
1948. In the last have 
amounted to 1.5-2 billion annually, partly as a result 


two years, such issues 


of the elimination of tax-exempt bonds. 

9 Namely, saving incentives were responsible for 
two-thirds of the DM10 billion insurance and build- 
ing and loan association premium savings; for one- 
seventh of the 18 billion savings deposits; and for all 
bond issues amounting to 14 billion during this period. 
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At the end of 1954 all in- 
centive devices were abolished because 
of their special privilege and discrimina- 
tory nature. Savings concessions caused 
small tax revenue losses because of the 
low limits permissible as fixed deductions 
from taxable income. Revenue losses 
from tax-exempt bonds were still smal- 
ler, but the tax savings accrued chiefly 
to insurance companies, business firms, 
and wealthy individuals and hence had 
the effect of sharply reducing their 
highly progressive income tax burden. 
It remains doubtful whether tax stim- 
ulation of deposit saving and fully tax- 
exempt obligations was necessary. The 
traditional flow of institutional saving 
was promptly resumed once the cur- 
rency was stabilized and incomes grew 
larger. The moderate success of de- 
posit saving incentives furnishes evi- 
dence as to the public indifference to 
such tax stimuli. Insurance and build- 
ing association saving gained greatly, on 
the other hand, by the permission of 
larger deductions from taxable income. 
The First Capital Development Law of 
1952 failed, however, to restore the 
“ traditional capital market ” or to chan- 
nel personal saving into the purchase of 
tax-exempt bonds. It did not even pro- 
hibit the use of borrowed funds for such 
purposes and thus was not anti-inflation- 
ary. The Law, however, did make pos- 
sible the raising of large sums for use in 
social housing and thus was highly desir- 
able, even though residential construc- 
tion had been financed smoothly prior 
“to 1952 when funds were far more diffi- 
cult to raise. 


vestment. 


The concept of tax incentives for 
saving turned out to be of greatest sig- 
nificance in paving the way for the in- 
troduction of the far more important 


incentives for investment. Once the 
Occupation authorities had approved 
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the former as part of a fiscal program to 
check inflation, the road to all kinds of 
tax privileges was opened. As soon as 
the incentive system for investment had 
been established, its nature was partly 
changed and its scope enormously ex- 
panded. Incentives subsequently 
adopted, led to a drastic lowering of the 
effective rates of the personal income tax 
and of the corporation tax rate. Such 
developments would never have been 
directly authorized by the Occupation 
authorities nor were they intended by 
the German authorities or expected to 
happen. At that time, concession legis- 
lation was so confusing for everybody, 
not excluding tax experts, that its spe- 
cific effects on the income tax structure 
could not be assessed even vaguely. 


Il. INVESTMENT INCENTIVES 


An ideal situation for enormous in- 
vestment outlays had been created at the 
end of the war in 1945, equalling in its 
dynamic impact the combined effects of 
an expansion into new frontiers, a large- 
scale application of a new technology, 
and a sudden enormous increase in popu- 
lation. The new frontier was created 
not only by the need to rebuild damaged 
or destroyed plant, equipment, housing 
and transportation facilities, but also by 
the partition of Germany. The latter 
made necessary the duplication in West 
Germany of many productive facilities 
lost to the Eastern Zone. The applica- 
tion of a new technology was brought 
about not only by the shift to a peace- 
time economy and an all-out effort to 
overcome a decade of technological neg- 
lect of civilian production, including re- 
placements, but also by a major drive to 
increase efficiency in the vital export 
industries. The Occupation powers 
speeded up this transformation by ex- 
ample and by supplying many modern 
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implements of production. Finally, the 
absorption of ten million immigrants in 
a few years exerted an economic stimu- 
lation that a normal rate of population 
growth would have achieved only in 
many decades. The boom that devel- 
oped after 1945 was based on autono- 
mous private investment. Dynamic 
private investment activities accompa- 
nied by large government outlays led to 
a large increase in the gross national 
product. A rapid increase in output ac- 
companied by slower advances in do- 
mestic consumption prevented shortages 
or inflation. 


A. Investment Expenditures 


Annual total gross investment, pri- 
vate and public, increased from less than 
DM20 billion in 1950 to close to DM50 
billion in 1955 and is still rising. At the 
same time, total gross investment, as a 
percentage of the gross national product, 
advanced from 20 per cent to 30 per 
cent. Investment spending totaled 
DM202 billion from 1950 to 1955." It 
is of great significance that this enor- 
mous achievement coincided with the 
maximum use of concessions for saving 
Total public invest- 
ment expenditures either directly or in- 
directly in the form of loans given to 
private industry and private residential 
construction amounted to DM40 billion 
or one-fifth of total gross investment 
during this period. 


B. The Financing 


Depreciation allowances and retained 


and investment. 


10 Namely, new equipment accounted for 45 per 
cent of the total; private construction (without 
housing) for 7 per cent; housing for 20 per cent; 
public construction for 8 per cent; changes in inven- 
tories for 13 per cent; and net foreign investment for 
7 per cent. Source: Bank deutscher Lander, Annual 
Report for 1955 and Monthly Report for November, 
1956, p. 23. 
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profits together furnished DM118 bil- 
lion from 1950 to 1955 and were suffi- 
cient to finance 81 per cent of all private 
gross investment, including inventory 
financing and net foreign investment 
but excluding private residential con- 
struction. This process of self-financing 
was made possible by tax incentives. 

1. Depreciation incentives. Capital 
consumption allowances based on normal 
allowances and those based on incentives 
totalled almost DM60 billion from 1950 
to 1955."" In the prewar period, so 
called normalized entrepreneurial write- 
off taken in industry, the utility field, 
and commerce amounted to RM 2.7 bil- 
lion annually. Normal, regular depreci- 
ation allowances based on historic cost, 
after allowances for increases in invest- 
ment spending at rates similar to those 
achieved, would have averaged DM4.5 
annually and totalled 27 billion from 
1950-1955.'* Incentive measures work- 
ing through a special treatment of de- 
preciation allowances, therefore, should 
be credited with the provision of over 
DM31 billion business income in excess 
of what would have become available 
through normal write-offs. 

Incentive write-offs proceeded along 
two basic lines: one abolished the princi- 
ple of using original cost as a basis for 
write-off; the other employed various 
forms of accelerated depreciation, cor- 
responding to the emergency rapid 
write-off provisions for defense plants 
introduced in the United States in 1950. 


11See Bank deutscher Liinder, Monthly Report, 
July, 1956. 


12 Space does not permit a detailed discussion of 
this calculation. Briefly, actual annual write-offs 
averaged DM10 billion and from 1950-1955 showed 
an increase by 50 per cent over the amount taken in 
1950. A similar growth rate was applied to the 
normalized depreciation allowance that would have 
amounted to DM3 billion in 1950 and an annual 
average of DM 4.5 billion thus computed for the 
entire period. 
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a) The Asset Revaluation Law. The 
Asset Revaluation Law of 1949 became 
the most important write-off provision. 
This law, rightly called a “ cold tax re- 
form the importance of which could not 
be overrated,” permitted the creation of 
very large write-off potentials. It set 
standards for the conversion of old book 
values in Reichsmark into Deutsche 
mark after August 21, 1948, by the re- 
valuation of tangible business assets (such 
as plant, equipment, and inventories) on 
the basis of replacement purchase prices 
prevailing in August, 1948. Further- 
more, corresponding assets already 
charged off but still in use or lost by 
war action, could be reactivated as new 
book values at one-third of their prices 
prevailing at that date. Both measures, 
available to unincorporated businesses 
and corporations, permitted an asset re- 
valuation far in excess of original cost. 
Business was eager to utilize fully this 
opportunity in order to maximize write- 
off deductions that would shelter busi- 
ness income from taxation and keep it 
available for reinvestment.’® By 1952, 
when the reconversion of business assets 
into Deutsche mark was almost com- 
pleted, the total new DM net worth of 
all corporations equalled the old RM 
book values. In other words, this law 
enabled business to keep its net worth 
intact despite the partial destruction of 
its physical plant by war action, shrink- 
age of liquid assets by over 90 per cent, 
and the entire loss of war bonds decreed 


13 The encouragement given to business to increase 
its net worth had a fiscal objective, however, produc- 
According 
to the Equalization of Burdens Law of 1952, sched- 
uled to run until, 1980, a new tax was created, the 


ing a considerable long-range tax burden. 


assessment of which became based on the net worth 
The 
higher the new valuation, the greater became the 
See J. Esser, Gesetz tiber den 
“Finanzen und Steuern,” 


of business as set by the Asset Revaluation Law. 


future tax obligations. 
Lastenausgleich (Institut 
Heft 23, Bonn, 1952). 
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by the currency reform. Write-off ac- 
cording to the Asset Revaluation Law 
represents a considerable share of the 
DM31 billion special deductions taken 
from 1950 to 1955. Several pilot 
studies covering the first stage of recon- 
struction from 1948 to 1950 found that 
about one-half of total write-offs taken 
until then were based on the Asset Re- 
valuation Law.'* In an analysis of 400 
corporations representing a net worth of 
DM4.6 billion, the write-offs were found 
sufficient to finance most of the invest- 
ment spending from 1948 to 1952." 
While these investigations covered only 
selected companies, it can be concluded 
that the Asset Revaluation Law made 
possible about two-fifths of all incentive 
write-off or DM12 billion from 1950 to 
1955 which were promptly reinvested. 

b) The Investment Assistance Law 
of 1952. This law contained the second 
most important group of write-off in- 
centives. According to Part I, assistance 
was given to the so-called bottleneck in- 
dustries in raising one billion as forced 
loans from business profits made else- 
where in the German industry. The far 
more important Part II of this law 
authorized fast write-offs according to 
Section 36 as follows: “ Enterprises in 


the coal, iron ore, iron, steel, and energy 
producing industries can write off im- 
mediately 50 per cent of the price of 
newly purchased equipment and 30 per 
cent of the price of plant, provided 
these expenditures serve immediately, 
directly, and exclusively the increase in 


14 Karl-Heinz Forster, Finanzierung durch Ab- 
schreibungen nach den Ergebnissen von D-Markbilan- 
zen (Stuttgart: C. E. Poeschel Verlag, 1952), pp. 
58-72. 

15 Namely, DM4 billion against DMS5.5 billion. See 
Bankverein West Deutschland, “ Kapitalmarkt vor 
der Entscheidung ” (Diisseldorf, December, 1953), 
pp. 12-15. 
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output in these basic industries.'° The 
remaining balance of such investment 
expenditures can be written off by the 
regular method. Total charge-off re- 
mains limited to original cost, but regu- 
lar and all other types of incentive de- 
preciation can be used concurrently.” 
How successful this fast write-off was 
in setting free investment funds is in- 
dicated by the amounts that were taken 
in this way, in addition to normal write- 
off by the coal, iron, and steel industry."” 
These measures not only increased re- 
tained incomes sharply in the basic in- 
dustries but by strengthening their fi- 
nancial structure, enabled them to raise 
outside funds of at least similar amount."* 

c) Special write-off provided by the 
Income Tax Law. These measures will 
be arranged in three groups according to 
the speed and conventionality of the 
method of the new write-off. 


(1) Fast write-off. The principal 
fast write-off measure was authorized by 
Section 7 a of the Income Tax Law of 
1948, available to any buyer of tangible 


assets. The law provided that “ pro- 


duction costs or the purchase price of 
new assets acquired between January 1, 
1949 and June 30, 1951, could be writ- 
ten off with a total of 50 per cent in the 


year of purchase and the year immedi- 

16 This special write-off was limited to investment 
orders between January 1, 1952, and the end of 1954. 
Very large orders prior to the date of termination of 
the law stimulated large investment spending into 
1955. 


17 For example, write-offs in 1952 and 1953 ac- 
cording to Section 36 amounted to DM1.76 billion 
(against DM1 billion normal depreciation). One bil- 
lion more was taken in 1954. See Dr. Kurt Herr- 
mann, “Die Bilanzen und Erfolgsrechnungen von 
Aktiengesellschaften in 1954,” Wirtschaft und Sta- 
tistik, Heft 12 (December, 1955), p. 598. 


18 See Erich Thiess, ‘ Die Abschreibungspolitik in 
der Eisenschaffenden Industrie unter dem Einfluss des 
Investitionshilfe Gesetzes,” Zeitschrift fiir Handels- 
wissenschaftliche Forschung, Heft 9 (K6ln, 1954), 
pp. 446-450, 452-456. 
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ately following. The remaining 50 per 
cent could be charged off from the third 
year on by the normal method.’® Total 
annual write-off under this method was 
limited to DM100,000 for each year.” *° 

While the new assets thus purchased 
were to replace corresponding ones lost 
during the war, this limitation was most 
generously interpreted. By 1951, this 
measure was praised as the driving force 
without which the economy could not 
have recovered as rapidly as it did.*" 

Equally important as a stimulus for 
the recovery was Section 6 (2) of the 
Income Tax Law of 1948 which became 
one of the few tax incentives indefinitely 
extended. The tax privilege states that 
“ corporations and unicorporated busi- 
nesses can completely charge off un- 
limited expenditures or production costs 
for new equipment in the year of pur- 
chase provided that each item costs less 
than DM600.” ** This extremely popu- 
lar provision has permitted hundreds of 
millions in write-offs every year since 
1948. 

(2) Moderately accelerated write-off. 
These measures consisted of moderately 
accelerated write-off for expenditures on 
dwelling units (Section 7 6), the con- 
struction or purchase of new ships (Sec- 
tion 7 d (1) ), and the erection of facto- 


1%In this and all subsequent forms of write-off 
only the original costs could be charged off though 
normal depreciation could be taken concurrently. 


20 Nevertheless, tax revenue losses from the use of 
this incentive by individual income taxpayers alone 
were estimated at DM250 million for 1951. 
Drucksache 1982, Deutscher Bundestag, February 26, 
1951, p. 28. 


over 


21 According to Dr. Wellhausen, Chairman of the 
Finance Committee, Deutscher Bundestag. See 145. 


Sitzung, May 31, i951, p. 5717. 


22 The limits put on the purchase price of equip- 
ment to qualify under the provision were frequently 
changed. In 1951, they were increased from DM250 
to DMS500. 
increased to DM600 in 1953 and maintained at that 


After a temporary reduction, they were 


level ever since. 
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ries, agricultural buildings and ware- 
houses (Section 7 ¢). The most impor- 
tant of these devices was Section 7 b, In- 
come Tax Law of 1948, providing that 
“Construction costs spent for the erec- 
tion, expansion or repair of dwelling 
units from January 1, 1949 on can be 
written off with 10 per cent each in the 
year of the expenditures and following 
one. For ten years thereafter, 3 per 
cent of the original cost can be written 
off annually while the remaining 50 per 
cent are to be charged off by the normal 
method.” 7° The broad application of 
this incentive available to individuals 
and corporations alike, and its extension 
for an indefinite period, furnished a 
strong encouragement to housing con- 
struction. In the same way, Section 7 d 
(1) provides that “ Construction costs 
of ships incurred from January 1, 1949, 
on can be written off with 15 per cent 
each in the year of the expense and the 
From the third year 


year following.” 
on, the remaining costs can be charged 
off by normal depreciation.” This pro- 
vision, available to every individual tax- 
payer or corporation buying a new ship 
or constructing one, became responsible 
for the German shipbuilding boom and 


has been indefinitely extended. The 
assistance given according to Section 7 e 
in the erection of factories, agricultural 
buildings and warehouses was only short- 
lived, being limited to the period from 
January 1, 1949 to June 30, 1951. Ac- 
cordingly, ‘‘ construction costs for such 
buildings either newly constructed, re- 
paired or expanded, could be written off 
with 10 per cent each in the year of ex- 
penditure and following: From then 


“3 In this case and in Section 7 e, normal depreci- 
ation could not be used concurrently. 


24 Only in this case could the declining-balance 
method, instead of normal depreciation, be used con- 
currently. 
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on, the remaining costs could be charged 
off by normal depreciation.” This in- 
centive was abolished once plant recon- 
struction had eliminated the worst war 
damages. By 1952, normal write-off 
and the use of the declining-balance 
method furnished sufficient stimulation 
for this type of investment. 

(3) The declining-balance method. 
A final measure which increased annual 
write-off above normal was the admis- 
sion of faster rates in the early years ac- 
cording to the declining-balance method 
introduced in 1952 and indefinitely con- 
tinued. This step taken by the German 
Finance Office permitted a speeding up 
of the normal write-off (lineare Me- 
thode) based on rates usually below the 
actual decline in the economic value of 
the asset. The faster method at two 
and four-fifths straight-line rates (de- 
gressive Methode) is reserved, however, 
for newly purchased assets of a useful 
life of at least ten years. While this has 
become the most frequently used fast 
write-off technique, any other consistent 
method within these limits can be ap- 
plied. While no detailed information 
is available concerning the frequency in 
the use of this method, the Germans 
claim that it substantially contributed 
to larger write-offs since 1952. 

2. Incentives for retention of profits. 
Total retained profits of unincorporated 
businesses and corporations amounted to 
DM60 billion from 1950 to 1955.75 
Without the incentives subsequently dis- 
cussed, business could have retained 
none of its net profits as a simple calcu- 
lation leads one to conclude. Total 
gross profits amounted to DM220 billion 
from 1950-1955. Without the incen- 
tive measures, fully applied, personal in- 

25 Emphasis here is put on unincorporated business, 


which accounts for at least two-thirds of output and 
profits in West Germany. 





No. 4] 


come taxes and the corporate income tax 
would have taken 45 per cent or 99 bil- 
lion.”* Under these conditions, net 
profits would have amounted to DM121 
billion which would not have permitted 
the retention of any amount for invest- 
ment purposes.”* Actually, business paid 
only 39 billion of such taxes because of 
the incentive measures. The devices de- 
scribed below were made available in 
order to permit the retention of DM60 
billion profits from 1950 to 1955. 

a) Export stimulation. The most im- 
portant provisions of the Export Aid 
Law of 1951, according to Section 3, 
provided that “Exporters could estab- 
lish tax-free reserves for 3 per cent of 
export sales prices making them deduct- 
ible from taxable income.” Likewise, 
Section 4 authorized exporters to “ de- 
duct 3 per cent of export sales prices as 
‘export premium’ from taxable in- 
come.” ** The total of these deductions 
which increased retained earnings, could 
not exceed 50 per cent of gross profits 
of the preceding year. In spite of this 
limitation, the concurrent use of all 
other incentive provisions, frequently 
enabled exporters to eliminate altogether 
personal or corporate income tax pay- 


26 This calculation is based on a corporate tax rate 
of 60 per cent and an average personal income tax 
rate of 40 per cent under which even small profits 
fell; for example, the rate averaged 60 per cent for 
an annual income of DM40,000 in 1949. 


27 The 121 billion net profits that would have re- 
mained even without incentives were just enough for 
private entrepreneurial consumption, amounting to 94 
billion, dividend payments of 4 billion, and payments 
for Berlin Aid and the Equalization of Burdens Fund 
amounting to DM14_ billion. It should be empha- 
sized that entrepreneurial withdrawals were kept to 
a minimum in order to take full advantage of tax 
incentives. 


28 Either provision applied to producers for export. 
Traders had a smaller allowance of 1 per cent in each 
case but transit trade enjoyed far larger deductions 
(6 to 10 per cent in case of Section 4). 
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ments over several consecutive years.”® 
In view of the average annual export 
level of DM25 billion from 1952 to 
1955, tax savings from the Export Aid 
Law were very large and amounted to 
DM1 to 2 billion annually. The pro- 
visions were ended in 1955 partly be- 
cause the export boom needed no further 
tax stimulus. 

b) Measures for stimulation of self- 
financing by unincorporated enterprises. 
Sections 10 4 and 32, Income Tax Law 
of 1949, were devised as special tax re- 
lief for unincorporated firms from 1949 
to 1951, chiefly to strengthen their com- 
petitive position against corporations. 
The very important Section 10 a author- 
ized businessmen “ to deduct 50 per cent 
of all retained profits as special expense 
from taxable income, the deduction 
representing final tax savings.” *° 

This tax incentive not only provided 
a stimulation for self-financing but also 
permitted the income tax burden of un- 
incorporated firms to be equalized with 
that of corporations. Furthermore, this 
incentive limited the effective tax rates 
applicable to individual business income 
to a maximum of 50 per cent, which 
then was the average income tax rate for 
an annual income of DMS50,000. Mar- 
ginal rates reached 90 per cent for in- 
comes of DM500,000 and over at that 
time; unincorporated business would 
have had to pay that rate without this 
privilege. 

More outspokenly, Section 32 5 au- 


“9 While the tax-free reserve, according to Section 
3, had to be dissolved in ten equal annual installments 
which then became taxable, this provision permitted 
final tax savings in various ways. Above all, parts of 
large profits falling under high marginal rates, could 
be shifted into leaner years. Likewise, a reduction of 
income tax rates reduced future tax payments. 


30 While this deduction remained limited to 15 per 
cent of gross profits earned in 1950, for example, all 
other tax savings resulting from incentives could be 
used concurrently. 





334 


thorized “ unincorporated businesses to 
demand the computation of their in- 
come tax at a fixed rate of 50 per cent 
equal to the then prevailing rate for the 
corporate income tax. The anti-infla- 
tionary objective of this measure was 
emphasized by requiring the users of 
this provision to limit their annual per- 
sonal spending.*' Deductions from tax- 
able business income based on this incen- 
tive and the previously discussed Section 
10 4 amounted to DM700 million annu- 
ally in 1949 and 1950.** 

c) Incentives for the channeling of 
earnings into housing, shipbuilding and 
measures given for economic relief. This 
group of tax measures which made pos- 
sible the retention of profits or pro- 
vided special income deductions, was 
not intended to stimulate self-financing. 
The devices encouraged the use of profits 
for the financing of social housing and 
shipbuilding or provided tax relief to 
war victims. Section 7 c of the Income 
Tax Law of 1949 authorized “ business 
firms to deduct loans of any amount as 
business expenses if given as mortgages 
for social housing.” These loans had to 
be given interest-free and were re- 
stricted to DM7,000 for each dwelling 
unit from 1950 on.** Upon repayment, 
these loans became again taxable income. 
Every taxpayer could furnish grants for 
similar purposes. 

In this way, business profits were 
offered an alternative to internal rein- 
vestment and could be channeled into 


31 The withdrawal limit was set at DM15,000 an- 
nually. In 1950 the limit was increased to DM18,000 
and deductions of DM2,000 were allowed each child. 


32 See “Reserven fiir eine Tarifsenkung,” IFO-In- 
stitut fiir Wirtschaftsforschung, Schnelldienst No. 44, 
October 19, 1953, pp. 4-10. 


33 From 1953 on, the use of funds owned by the 
lender was required, and total deductions were re- 
stricted to 30 per cent of annual profits, except for 
loans given for employee housing. 
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outside projects. Deductions of this 
kind eliminated income tax payments 
for some taxpayers, at least temporarily, 
and provided large amounts of final 
saving.** These provisions furnished 
DM4-.3 billion long-term funds for hous- 
ing between 1950 and 1954. This sec- 
tion of the law was strongly modified in 
1954 and thereafter was of little conse- 
quence. 

In a similar way, Section 7 d (2) au- 
thorized “ business firms to deduct loans 
of any size as business expenses if they 
were given for shipbuilding. These 
loans had to be given interest-free be- 
tween 1950 and the end of 1954.” As 
with the provisions in Section 7 c, and 
with the same effect, these loans became 
again taxable upon repayment. This 
measure, too, was highly successful and 
channeled over one billion DM into ship- 
building during this period. 

The tax relief given to war victims 
according to Section 33 4 of the Income 
Tax Law also set free income that could 
either be used for increased private con- 
sumption, saving, or investment. The 
provision, made available from 1949 to 
1954, authorized “‘ war victims to de- 
duct fixed amounts according to family 
size from taxable income.” ** This tax 
relief, in the nature of additional per- 
sonal exemptions, was not limited to re- 
placement expenses for household arti- 
cles lost during the war, but was given 
without any proof of assets lost or new 
ones purchased. Tax savings resulting 
from this measure were large; annual 


34 Namely, the dates of repayments of the loans 
could be arranged in such a way as to coincide with 
low income years of the lender. 
ginal tax rates were avoided. 


In this way, mar- 
In addition, repayments 
could be timed with years when rates were reduced. 


35 In 1951, these deductions were set at DM540 
annually for single taxpayers, DM720 if they were 
married, and a maximum of DM840 for married per- 
sons with children. 
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deductions from taxable personal in- 
comes of DM1.5 to 2 billion were per- 
mitted. 

Other tax measures played an impor- 
tant role in supplementing the stimu- 
lation of retained profits provided by 
the various incentives already enumer- 
ated. In particular, the contribution of 
Section 10 of the Income Tax Law lead- 
ing to the increase of personal saving 
and tax-exempt obligations based on the 
First Capital Development Law should 
be mentioned. 


Ill, CONCLUSION 


Faced by an unlimited demand for 
new plant, equipment, housing, and ex- 
ports, a total of DM202 billion was 
spent on gross private and public invest- 
ment from 1950 to 1955. Private out- 


lays accounted for DM185 billion or 
91.6 per cent of this total, and direct 
public investment for 17 billion equal 


to 8.4 per cent of the total. Public loans 
of DM22 billion which were allotted to 
the basic industries and housing con- 
struction are included in the figure for 
private outlays. 

Incentive measures permitted the pri- 
vate economy to raise DM119 billion or 
82 per cent of total private gross invest- 
ment expenditures on fixed assets and 
housing from 1950 to 1955. Saving in- 
centives furnished DM24 billion of this 
total, chiefly as long-term funds at low 
cost for financing of social housing. In 
detail, they contributed 10 billion to in- 
stitutionalized saving (or one-third of 
the total) and financed the sale of all 
tax-exempt issues, amounting to 14 bil- 
lion. Equity issues, which were not 
assisted by incentive measures, procured 
less than 3 billion during the same pe- 
riod, the bulk forthcoming only in 1955. 

Investment incentives were still more 
successful, furnishing a total of 95 bil- 
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lion from 1950-1955. They turned self- 
financing into the largest source of in- 
vestment funds, accounting for four- 
fifths of the DM122 billion generated 
internally from depreciation allowances 
and retained profits between 1950 and 
1955. Altogether, self-financing fi- 
nanced 93.5 per cent of all business ex- 
penditures on fixed assets and inventory 
changes. 

The incentive effect provided by 
special write-offs set free DM31 billion. 
The most powerful device in this cate- 
gory was the Asset Revaluation Law of 
1949. It permitted a revaluation of 
existing assets at current replacement 
costs and the creation of new depreci- 
ation reserves for assets completely writ- 
ten off or lost by war action. 

All other write-off incentives ranged 
from fast to moderately accelerated de- 
preciation allowances, permitting the 
recovery of investment expenditures in 
one to a few years. In all these cases, 
total write-offs remained limited to 
original cost of the newly purchased 
assets. 

The great importance of all these 
measures was that they made possible 
the retention of large portions of cur- 
rent earnings which were promptly 
spent on new investment. In view of 
the difficulty of procuring investable 
funds from the outside — the capital 
market did not exist, and bank borrow- 
ing was restrained to control inflation — 
business had to depend chiefly on in- 
ternal sources to finance expansion. 
Without such relief measures, internal 
sources never could have provided a sig- 
nificant volume of financing. It should 
be noted that incentives were not needed 
to encourage the purchase of new assets 
and that quick recovery of the newly 
invested capital was an equally minor 
consideration. In view of unlimited in- 
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vestment opportunities in a highly prof- 
itable economy, no tax stimulation for 
investing was necessary. The real 
hindrance to economic growth was the 
impossibility of procuring investment 
funds. Incentive devices took care of 
this problem. In spite of the shortening 
of the write-off period by these meas- 
ures, no exhaustion of write-off reserves 
is threatening yet. On the contrary, 
rapidly increasing capital outlays cur- 
rently undertaken are creating still 
larger reserves for the future. 

In a similar way, incentives for the 
retention of profits increased the cash 
flow available for investment by DM60 
billion from 1950 to 1955.%° An effec- 
tive application of the personal income 
tax rates and of the corporate income 
tax would have prevented the setting 
aside of any funds for expansion. The 


various incentive methods used here were 
based on the deduction of large amounts 


of income from the tax base. In order 
to maximize the benefits from these in- 
centives, entrepreneurs increased retained 
profits by cutting down wasteful ex- 
penditures and minimizing personal con- 
sumption withdrawals, liquid assets, and 
working capital. On the corporate level, 
these measures consisted of minimal div- 
idend payments, in spite of the fact that 
dividends were taxed at a lower rate 
than were the retained profits which 
were not “ protected from tax seizure ” 
by incentive provisions. 

All provisions, whether based on 
special write-off or the retention of 
profits, led to an enormous increase in 
funds available for self-financing. Con- 
sequently, a dynamic growth policy was 
inaugurated in which current tax sav- 


36 DM4 billion business profits, given as interest- 
free loans for social housing according to Section 7 ¢ 
should be added; however, they did not remain avail- 
able for self-financing. 
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ings (or deferrals) became the determin- 
ing factor in investment decisions. West 
Germany, largely as a result of these 
measures, achieved an unusually high 
rate of economic growth from 1950 to 
1955. Industrial production increased 
by an average, cumulative rate of 12 per 
cent annually during this time, exceed- 
ing by more than three times the normal 
rate of growth accomplished in the 
*twenties and later ’thirties. As a result 
of this development, the share of gross 
investment expenditures in the gross 
national product advanced from 15 per 
cent during prosperous years between 
the two World Wars, to 30 per cent at 
present. The incentive measures became 
the most important single factor in the 
German economy in bringing about re- 
covery and growth, not only because of 
the magnitude of investable funds they 
produced but also because of the speed 
which they injected into the making of 
investment decisions. In order to reduce 
the income tax burden by use of incen- 
tive provisions that were cancellable at 
any time, entrepreneurs had to act dy- 
namically and continue a maximum 
amount of self-financing. In the early 
years of the recovery, these incentives 
rendered the then steeply graduated in- 
come tax structure sufficiently ineffec- 
tive to pacify its most vociferous oppo- 
nents. Incentive taxation made un- 
necessary, too, the use of expansionist 
bank credit that might have increased 
inflationary pressures beyond control. 
Some of the tax measures were out- 
spokenly anti-inflationary by requiring 
or encouraging thrift if the maximum 
amount of tax savings was to be realized. 
Without tax incentives, a far larger de- 
gree of government control of invest- 
ments, either directly or in the financing 
process, would have become inevitable. 
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1V. THE PRESENT USE OF TAX 
INCENTIVES 


Conceived as emergency measures in 
1948 and 1949 to reduce the Allied-im- 
posed steeply graduated income tax 
rates, tax incentives turned into a most 
powerful weapon for the stimulation of 
saving and investment. Tax incentives 
promptly became the most important 
factor in the entire tax structure. Their 
flexible manipulation — tax rates could 
easily be made more effective by modifi- 
cation or elimination of some provisions 
— permitted frequent reductions in the 
nominal income tax rates after 1949 
without revenue losses. For this season, 
the lower rates did not conflict with the 
overruling principle of a _ balanced 
budget. In spite of the great achieve- 
ments of incentive taxation in fostering 
economic growth, it was terminated as 
soon as the reconstruction phase of the 
economy ended. Difficulties in the ad- 
ministration of incentive provisions, in- 
equalities in the tax burden of persons 
with similar incomes resulting from their 
use or failure to use available tax ad- 
vantages, and the fiscal objective of 
making income tax rates fully effective 
were decisive for the termination of in- 
centive taxation. 

In general, all major or effective in- 
centives were abolished in 1955 in order 
to achieve equity in taxation. Only the 
stimuli for housing (76) and _ship- 
building (7d (1)) are being continued 
for an indefinite period.** The declin- 
ing balance method, at 2.8 times straight 
line rates for the purchase of new equip- 
ment with a life of 10 years or more, also 
remains permissible. 


The decline in personal saving during 


37 Housing loans given as interest-free business 
loans from profits according to 7 ¢ are continued in 
such unattractive form that they are rarely used. 
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the current period of inflationary pres- 
sures brought the reactivation of strong 
deposit saving incentives in October, 
1956. The deposit savings incentives 
were duplicated but within far more 
generously fixed limits for deductions.* 

The termination of most incentives 
was accompanied by a lowering of the 
rates of the personal income tax and of 
the corporate income tax.** Another 
reduction of personal income tax rates 
of at least 10 per cent across the board, 
has been under consideration. The 
multiple-phase turnover tax, the most 
important of all federal taxes, remains 
set at 4 per cent. 

While it is too early to appraise the 
impact of the elimination of most tax 
incentives upon saving and investing, 
some trends are already unmistakable. 
While other economic forces might be 
equally responsible for the change in the 
economic climate, the following devel- 
opments could be interpreted as by- 
products of the changed tax laws. Per- 
sonal saving declined in absolute terms 
in recent months, reducing the supply 
of funds available for long-term financ- 
ing of housing. The abolishment of the 
tax-exempt mortgage and communal 
bond caused a decline in new issues of 
this kind by as much as 50 per cent in 
1956 against preceding years. Concern- 
ing investment, a noticeable drop in do- 
mestic orders for capital goods occurred, 
though booming exports made possible 
over-all gains in industrial production 
though at a slower rate of 7 per cent in 


38 The regular limit of DM800 was increased to 
DM7,500 annually per person for 1956 through 1958. 


39 The ceiling for the personal income tax was set 
at 5§ per cent in 1955; the ceiling was reached at 
annual incomes of DM614,000 (against a ceiling of 
70 per cent for incomes at 423,000 and over in 
1953). The corporate tax was set at 45 per cent in 
July, 1955. The rate of 30 per cent for dividends 
was left unchanged. 
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1956 against an average of 12 per cent 
in previous years. Undistributed profits, 
on the other hand, increased without tax 
stimuli because of larger gross profits 
due to rising prices and larger sales from 
an increase in consumer spending and 
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exports. Long-term business borrowing 
from banks, however, exceeded by sev- 
eral billion DM the amounts supplied in 
previous years when incentives permit- 
ted a maximum amount of self-financing. 





EQUITY AND MAXIMUM BENEFITS IN 
UNEMPLOYMENT INSURANCE * 


MAURICE C. BENEWITZ } 


Shere relationships between social ade- 
-“ quacy and individual equity pro- 
vided in the original unemployment in- 
surance laws have been greatly altered 
over the years. Legislatures have im- 
proved the adequacy provisions by uni- 
form duration amendments, dependency 
allowances and the like. The legisla- 
tures have also sought to protect the 
equity position of the higher-paid 
worker by a continuing rise in the maxi- 
mum weekly benefit payable. Because 
of improper financing, however, these 
increased maximums have benefitted the 


higher-paid at the expense of those in 


lower wage brackets. Furthermore, if 
many tax proposals currently under dis- 
cussion are enacted to finance further 
benefit increases, the equity relation- 
ships will continue to deteriorate. 

This article will discuss the problem of 
balancing equity and social adequacy in 
unemployment insurance. The changes 
which have occurred will be reviewed, 
and a tax program will be proposed 
which would be neutral in its effects on 
the equity balance. 


I 


Every social insurance is a compro- 
mise between pure insurance and social 
assistance. To the extent that the equity 
relationship between wages and taxable 


*T am indebted to my colleague Robert E. Wein- 
traub for his suggestions concerning this manuscript. 

+ The author is assistant professor of economics at 
The City College, New York, N. Y. 


incomes is stressed, insurance is domi- 
nant.’ But as the social adequacy as- 
pects become more important—such as 
maximums, minimums, and dependency 
allowances—the system comes ever 
closer to social assistance based on pre- 
sumed average need, as Maurice Stack 
noted some years ago.” 

In unemployment insurance, the com- 
munity is interested in providing enough 
protection against short-run wage loss 
so that undesirable social and economic 
consequences may be avoided. The ob- 
ject, however, is not to compensate 
against one-half of any wage loss. Maxi- 
mums are provided “to prevent the 
highly-paid workers from depleting 
available funds, and incidentally, from 
withdrawing more than was contributed 
in their behalf.” * Social goals are also 
pursued in these programs by paying 
higher proportionate benefits to the 
lowly-paid and to the person with the 
larger family. 

Every jurisdiction had minimum pro- 
visions for social adequacy in the first 
unemployment insurance laws; these 
were the minimum and maximum bene- 
fit amounts. As of December, 1955, 
minimum benefits ranged from $5 to 


1M. I. Civic, ‘“ Height and Width of Unemploy- 
ment Benefits,” The Conference Board Business Rec- 
ord, August, 1954, p. 308. 


2M. Stack, ‘ The Meaning of Social Security,” in 
W. Haber and W. J. Cohen (eds.), Readings in So- 
cial Security (New York, 1948), pp. 53-58. 


3 Civic, op. cit., p. 314. 
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$17, with $10 being the modal pay- 
ment.’ But as the programs grew, many 
more provisions for social adequacy were 
incorporated. Thus, by the end of 
1955, 24 jurisdictions used benefit for- 
mulas which paid greater proportionate 
benefits to workers with low earnings 
than to workers with high earnings.” 
Eleven jurisdictions paid dependents’ al- 
lowances as of December, 1955, and all 
but three of these paid a flat amount per 
dependent. By December, 1955, 14 
jurisdictions allowed any worker eligible 
for benefits to draw them, if necessary, 
for a period of uniform duration re- 
gardless of base period earnings.‘ 

As minimums and other adequacy 
provisions have been improved, the 
benefit maximums which affect the 
highly-paid worker were also rising. 
For though every program is designed 
to compensate for approximately 50 per 
cent of the wage loss of most covered 
workers, each of the 51 jurisdictions * 
imposes a dollar maximum on the bene- 
fits payable. As one review of the pro- 
grams noted, 


If benefits are to be reasonably related to 
weekly earnings, during a period of rising 
wages, the maximum weekly benefits must 
reflect these increases.® 


Benefits must be related to weekly earn- 
ings if the equity position of the higher- 


paid worker is to be preserved. Since 


4U. S. Department of Labor, Bureau of Employ- 
ment Security, Comparison of State Unemployment 
Insurance Laws as of December, 1955 (Washington, 
D. C., 1956), p. 65. 


5 [bid., Table 17, p. 62; pp. 63-64. 
6 Tbid., p. 70. 
7 Ibid., p. 74. 


8 Forty-eight states, Alaska, Hawaii, and the Dis- 
trict of Columbia. 


9“ Developments in Benefits, 1935-55,” 
ment Security Review August, 1955, p. 32. 


Employ- 
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the higher-paid worker has more taxes 
paid on his behalf by the employer, he 
should receive higher benefits up to 
some socially desirable maximum. 
Despite the benefit increases which 
have occurred, the maximums are in- 
adequate really to allow the differenti- 
ated benefit structure required for 
equity. In the original laws, 48, juris- 
dictions had provided a maximum of 
$15."° By October, 1956, the maxi- 
mums had increased to a range of from 
$25 to $45, with a modal maximum 
benefit of $30.’ In 1955, when maxi- 
mum benefits had ranged from $24 to 
$45 '* such benefits represented 50 per 
cent or more of state-wide average 
weekly wages in only seven jurisdic- 
tions.'* In 1954, as the result of in- 
adequate maximums, 61 per cent of all 
payments under the various state laws 
were at the statutory maximums." 
When such a situation exists, William 
Haber has noted, “ the objective of pro- 
viding a differentiated benefit based on 
earnings is largely defeated.” '* It was 
this inadequacy of benefit maximums 
which led President Eisenhower to re- 
quest state action “so that the great 
majority of covered workers will be 


10 J. Zeisel, ““ The 1955 Unemployment Compen- 
sation Amendments,” American Economic Security, 
July-August, 1955, p. 21. 


11U. §., Department of Labor, Bureau of Labor 
Standards, Federal Labor Laws and Agencies, Bulletin 
123 (Revised) (Washington, D. C., 1957), pp. 85-89. 


12 P, Booth, “ Recent Studies of Adequacy of Un- 
employment Insurance Benefits.” 
paper presented before the American Statistical As- 
sociation, December, 1955, p. 2. 


Manuscript of a 


13 Loc. cit. 

14 Employment Security Review, op. cit., p. 33. 

15. W. Haber, “ Unemployment Insurance in the 
United States,” Proceedings of the Eighth Annual 


Meeting of the Industrial Relations Research Asso- 
ciation, December, 1955, p. 161. 
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eligible for payments that at least equal 
half their regular earnings.” 


16 


II 


The previous section has discussed the 
changes which have occurred as they re- 
late to the goals of adequacy and equity 
in benefits. The benefit increases which 
have improved the social adequacy pro- 
visions of the laws and which have at- 
tempted to preserve the equity positions 
have, of course, increased the cost of the 
systems for any given number of bene- 
ficiaries. One of the major anomalies of 
the situation is, therefore, that these 
changes have occurred as both the per 
capita tax base and the effective tax 
rates have been adjusted downward rel- 
ative to those found in the original sys- 
tems. What has occurred? How has it 
affected the goals of adequacy and 
equity? 

The Committee on Economic Secur- 
ity, which recommended the original 
federal legislation and whose draft bills 
were used as models by the states, over- 
estimated the costs of the system. The 
2.7 per cent rate of state tax established 
in the original laws was greater than 
needed to finance the benefit amounts 
and durations first enacted and is still 
too high for current needs in most juris- 
dictions. The waiting period required 
by federal law between the inception of 
the system and the first payment of 
benefits also helped to create reserves 
larger than those necessary to meet bene- 
fit requirements.'’ The abnormally low 
unemployment of the war years also 
augmented the reserves. The result was 


16 The Economic Report of the President, 1955 
(Washington, D. C., 1955), p. 56. Also, The Eco- 
nomic Report of the President, 1954, pp. 96-98. 


17E. R. Teple and G. C. Nowacek, “ Experience 
Rating: Its Objectives, Problems, and Economic Im- 
plications,” Vanderbilt Law Review, February, 1955, 
p- 387. 
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the “ accumulation of sizable reserves in 
the Nation as a whole, but with great 
variations among the states.”’ '* 

This growth in reserves, amounting 
to $8.2 billion for the whole system in 
1954 and to 8.4 per cent of taxable 
wages, made possible the liberalization 
of benefit maximums and the improve- 
ment of adequacy provisions, at the 
same time that effective tax rates fell 
from the 2.7 per cent originally consid- 
ered necessary. “For most of the post- 
war period,” Professor Haber writes, 
“unemployment benefit costs for the 
country as a whole probably did not ex- 
ceed 1.5 per cent of taxable payrolls; 
the ratio to total payroll was consider- 
ably smaller.” 7° The reduction in the 
effective rate was achieved through the 
adoption of experience rating by the 
various jurisdictions; for experience rat- 
ing plans are the only way to bring 
yields into relationship with costs with- 
out violating the federal law.*° The ef- 
fect of this reduction of the effective 
rate on equity will be examined below. 

Not only were tax rates falling as 
benefits rose, but the level of wages sub- 
ject to tax also fell. Until 1939, there 
was no limit on the amount of wages in 
covered employment which was subject 
to the payroll tax. The states had the 
same provision. But the 1939 amend- 
ments of the Social Security Act limited 
the federal tax to the first $3,000 of 
covered wages. As of 1955, only five 
states taxed more than $3,000 of cov- 
ered wages, and each of them taxed only 
the first $3,600.7' So long as the an- 


18“ Trends in Benefit Financing, 1935-55,” Em- 
ployment Security Review, August, 1955, p. 25. 


19 Haber, op. cit., p. 163. 
20 Teple and Nowacek, op. cif., p. 388. 


21 Bureau of Employment Security, Comparison of 
State Unemployment Insurance Laws, op. cit., p. 15. 
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nual wage of almost all workers was less 
than $3,000, this change had no impor- 
tant equity consequences. Such was the 
case in 1939 when taxable wages “‘ were 
almost 98 per cent of total wages in 
covered employment. By 1955 wages 
subject to tax constituted only 68 per 
cent of total wages.” ** As a result, an 
important equity problem has arisen. 
Since all of the covered worker’s wages 
are used in computing the benefit to 
which he is entitled, it is inequitable that 
his employer should not have paid taxes 
on a part of the wages to which benefits 
are related. 

Indeed, the entire method of financ- 
ing the increased benefits provided in 
the last decade or more has raised seri- 
ous problems for equity. A_ purely 
equitable tax and benefit relationship 
would require a “ benefits-received ” 
tax structure and unlimited benefits. 
In every system, equity has been modi- 
fied by maximum benefits; nonetheless, 
since differential benefits are paid, a 
close relationship must be maintained 
between wages, taxes, and benefits for 
the higher-paid worker. If, in the past, 
his benefits increased and the tax rate 
fell, he was the recipient of windfall 
gains arising because of unplanned re- 
serve accumulations which arose from 
taxes paid not only by his employer but 
also by the employer of the lower-paid 
worker. When benefits rise above $30 
per week (the maximum which would 
be paid on a $3,000 annual income), 
the higher-paid worker is receiving 
benefits greater than those for which his 
employer contributed taxes. A_ basic 
rule of equity in this situation should be 
that wages in the benefit base should 
also be in the tax base. 


22H. M. Somers and A. R. Somers, “ Unemploy- 
ment Insurance and Workmen’s Compensation,” Pro- 
ceedings of Ninth Annual Meeting of Industrial Re- 
lations Research Association, December, 1956, p. 139. 
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Benefits paid out of past reserve ac- 
cumulations and benefits paid on an- 
nual wages higher than those subject to 
tax both redistribute income from the 
lower-paid worker to the higher-paid. 
The employer of the lower-paid worker 
contributed to the reserves, yet his em- 
ployee is not benefitted by the higher 
maximums. Furthermore, the employer 
of the lower-paid worker pays taxes on 
all of the wages in the benefit base, 
while the employer of the higher-paid 
worker may not do so. To achieve 
greater equity for the higher-paid 
worker, therefore, benefit increases have 
been enacted which have caused an up- 
ward redistribution of income. This, 
of course, violates all canons of tax 
equity. 

To the extent that the improved pro- 
visions for social adequacy were financed 
from the high reserves, the equity bal- 
ance of the various systems was altered 
in favor of the lower-paid worker. But 
any increase in social adequacy would 
have this result since the adequacy pro- 
visions in all social programs are financed 
on an “ ability-to-pay ” principle, either 
from the general revenues or at the ex- 
pense of the high-income receivers cov- 
ered by the system. The legislature may 
always alter the balance of equity and 
adequacy so long as this reflects a 
changed social policy. I believe that 
the improved adequacy provisions do 
reflect such a change; on the other 
hand, I question whether the legislatures 
deliberately intended to discriminate 
against the lower-paid worker in the fi- 
nancing of the increased maximums. 


Ill 


Since it appears likely that most as- 
pects of unemployment insurance bene- 
fits will be improved in the future as 
the wage in covered employment con- 
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tinues to rise, it also seems clear that 
changes in financing will be forthcom- 
ing. Although the effective rate is now 
below 2.7 per cent, increasing benefits 
will lift the rate at some future time to 
the 2.7 per cent rate and beyond, or else 
at the present rates the tax base will 
have to be enlarged. Thought will be 
necessary if the changes which are to be 
adopted are to preserve desired social and 
equity relationships among recipients. 
The easy changes may lead to unper- 
ceived and unwanted consequences. 
This would certainly have been the re- 
sult of the enactment of a bill twice 
adopted by the New York legislature 
and twice prevented from becoming law 
by the veto of Governor Harriman in 
1957. In this proposed act, the maxi- 
mum benefit would have been increased 
to $45 for persons whose covered wages 
averaged $105; the change would have 
been financed by an altered experience 


rating formula with a maximum rate of 


3.5 instead of 2.7 per cent.~* In this 
law, not only would the increased bene- 
fit not have been accompanied by an in- 
crease in the tax base, but even the rate 
increase would not have been uniform. 
As noted earlier, such changes, which 
may be contemplated in other states, 
are regressive since the employers of the 
higher paid workers will not pay all (or 
perhaps even much) of the cost of the 
higher benefits. 

What would be necessary to preserve 
equity among beneficiaries as benefits 
are increased and social aaequacy is im- 
proved? 

When the social adequacy of the un- 
employment insurance program is im- 
proved, it is expected that the higher- 
paid worker will contribute toward the 
cost of the change, for this is social in- 


23 Senate Bill, Introductory Number 3642, Print 
Number 4518, 1957. 
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surance. Nonetheless, it is not improper 
that the lower-paid worker (through 
his employer) should bear a portion of 
the cost of these changes which benefit 
him. Therefore, an increase in the rate 
of tax would appear to be an appropri- 
ate method of financing future improve- 
ments in adequacy. But it should be a 
tax increase which affects everyone; 
thus, alterations in the experience rating 
schedules are inappropriate here unless 
every step in the schedule is affected 
equally. 

To preserve the equity position of the 
higher-paid worker (against all except 
deliberate legislative alterations in his 
relative position) requires action both 
in the area of benefits and in the area of 
financing. Benefit maximums should be 
adjusted so that most covered workers 
will receive 50 per cent of their average 
weekly wages. To reduce the necessity 
for constant legislative review, it has 
been suggested that the benefit maxi- 
mum be adjusted by the administering 
agency annually or oftener so that it 
equals at least one-half of average weekly 
wages. Since July 1, 1956, Utah has 
had such a provision in operation.** The 
Republican majority in the New York 
legislature was considering such a pro- 
vision for inclusion in its 1957 legisla- 
tive program.*” In a recent evaluation 
of the present programs, Professor and 
Mrs. Somers suggested an automatically 
adjusted maximum of 70 per cent of 
average weekly wages. Thus almost 
every worker covered under such a 
maximum would receive 50 per cent of 


24U. S., Department of Labor, Bureau of Employ- 
ment Security, Summary Tables for Evaluation of 
State Unemployment Insurance Benefit Provisions (as 
of December 31, 1955), (mimeo.), Table 2, foot- 
note 6. 


25 Legislative Program of New York Republi- 
cans,” New York Times, January 8, 1957, p. 22. 
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his wage loss.*° 

But if the benefit increases are fi- 
nanced by improper methods, then the 
attempt to assure equity to the higher- 
paid worker may well cause a distortion 
within the system. At the upper end of 
the benefit scales, no benefit should be 
paid for which the worker (through 
his employer) has not contributed di- 
rectly. In any increase in the tax rate, 
employers of those workers who do not 
benefit from the new maximum will 
find their contributions increased. Thus 
they will pay for the benefits of the 
higher-paid workers who supposedly can 
afford to pay for the benefits themselves. 

The proper method of financing in- 
creases in benefits is to raise the tax 
base. Every dollar of wages which is 
included in the benefit formula should 
also be taxed. As the Advisory Council 
on Social Security noted in 1948 when 
recommending a $4,200 tax base, 


The higher wage base is not only wise for 
revenue purposes but is also desirable as a 
base for calculating benefits. In a con- 
tributory system, taxes should be paid 
on all wages which serve as a basis for 
benefits.?7 


If the tax base increases as the benefit 
maximum rises, only those workers who 
may receive the new maximum will 


26 Somers and Somers, op. cit., p. 136. 


“7 U. S. Senate, Committee on Finance, 80th Con- 
gress, 2nd Session, Unemployment Insurance, A Re- 
port from the Advisory Council on Social Security 
(Washington, D. C., 1948), p. 29. 
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have added contributions paid in their 
behalf. The amount of contribution 
for all others would not be altered. At 
the same time, the higher-paid worker 
would receive payments more closely re- 
lated to his wages. The desirable ef- 


fects of this type of provision could be 
further enhanced if the states provided 
that both the maximum benefit and the 
tax base would be adjusted automati- 
cally as average weekly wages changed. 


IV 


The problem of preserving some de- 
sired balance between adequacy and 
equity in unemployment insurance arises 
for two reasons: our concepts of what a 
desirable balance between these goals 
should be are constantly changing; at 
the same time the financial basis of the 
system is changing, and adjustment is 
required here as well. In the past 
changes in the equity balance have oc- 
curred either as the result of a conscious 
and deliberate alteration in social policy 
or as the windfall result of large reserves 
and high current income which have al- 
lowed changes without reflection on 
proper financing methods. 

If the community desires a rational 
and consistent unemployment insurance 
program, then we must reexamine the 
financial basis of unemployment insur- 
ance and bring it into closer relationship 
with some desired policy objective. At 
present, no clear relationship appears to 
exist. 





THE AFTERMATH OF THE SHOUP 
TAX REFORMS 


Part If 


M. BRONFENBRENNER AND KIICHIRO KOGIKU * 


N the following discussion we have 

followed a traditional tripartite di- 
vision of causal factors—political, eco- 
nomic, and social—in a tentative effort 
to explain in some degree the Japanese 
modifications of the Shoup tax system. 
One need not be an economic interpre- 
tationist of general history to realize that 
these categories overlap, but the division 
seems useful nevertheless. 


Political Causes 


In connection with the fiscal politics 
of the Shoup Report it should be re- 
membered that its details never achieved 
the full support of the Japanese Govern- 
ment, the Japanese Opposition parties, 
or the Japanese administrative bureauc- 
racy. Even the Report’s “ honeymoon 
period ” (Autumn 1949) combined ac- 
clamation in the large with obstruction 
in the small. 


The leading figure in the Japanese 
Government connected with the Report 
was Finance Minister Hayato Ikeda. 
He may be classified as a “ big busi- 
ness ” spokesman, conservative and anti- 
In 1949-50 Ikeda appar- 


inflationary.’ 


Editor’s note: Part I of this study, which appeared 
in the September issue, described the recommendations 
of the Shoup Mission and their subsequent legislative 
history. 

* The authors are Professor of Economics and Re- 
search Assistant in Economics, respectively, at the Uni- 
versity of Wisconsin. 


1 Ikeda returned temporarily to his former post as 
Finance Minister in the Ishibashi and Kishi Cabinets 
(1956-57). 
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ently hoped for greater tax reductions 
than the Mission advocated, both on 
corporate incomes and high personal in- 
comes (in the interest of capital accu- 
mulation) and on the masses (in the in- 
terest of the Government’s popularity). 
His opposition to a number of disinfla- 
tionary SCAP financial programs, in- 
cluding certain of the Shoup Mission’s 
local tax increases, prompted a special 
trip to the United States in April, 1950 
in an effort to bring pressure on SCAP 
from Washington.” 

The higher bureaucracy of the Fi- 
nance Ministry and other fiscal agencies 
apparently shared the skepticism of their 
political superiors, which in turn re- 
flected the position of the business com- 
munity. A representative spokesman is 
Keiichiro Hirata, who worked closely 
with the Mission and rose subsequently 
to be Administrative Vice-Minister of 
Finance, the highest possible post for a 
tax expert in the Japanese civil service. 
Hirata expressed what probably was the 
bureaucracy position in two separate 
volumes.* He described the Shoup tax 


2 Under the attenuated “ democracy ” of Occupa- 
tion, no bill could be introduced into the Japanese 
Diet without the prior approval of SCAP. Once in- 
troduced, no bill could be amended without SCAP 
approval of the amendment. The Japanese could ex- 
press opposition to SCAP by refusing to pass SCAP- 
approved measures, by mobilizing pressure on SCAP 
from Washington or elsewhere, or by playing upon 
internal conflicts within SCAP itself. 


3 Keiichiro Hirata, Zeikin no Kiso-Chishiki (Basic 
Principles of Taxation) (Tokyo: Zaimu Shuppansha, 


(See next page) 
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system as theoretically ideal, and possi- 
bly applicable to some future Japan 
with more highly developed capitalism, 
higher national income, and greater tax- 
consciousness, but poorly adapted to the 
Japan of 1949-50. 

Perhaps because of the lukewarm en- 
thusiasm for the Shoup Report shared 
by the Japanese Government and its 
higher bureaucracy, the Japanese tax 
administration never developed enough 
technicians adequately trained to ad- 
minister the more novel and complex 
features of the system. These new fea- 
tures could then be dropped as “ too 
theoretical ” or “ impractical,” when the 
real bases for opposition lay elsewhere. 
(Our adverse comments on the Japanese 
tax administration, incidentally, should 
not be taken to reflect upon its first-line 
specialists, who are easily comparable to 
their opposite numbers in, say, Wash- 
ington, D. C. Its second- and third- 
string people, however, especially those 
stationed outside the larger centers, are 
generally weaker than their American 
counterparts, partly because the post- 
war expansion of the tax administration 
service has lowered standards for admis- 
sion and advancement.) * 

The Opposition parties, both Left 
and Right, together with their sympa- 
thizers in the Civil Service, were of even 
less assistance to tax reform than was 
the generally pro-American Liberal 
Party of high finance, Premier Yoshida, 
and Finance Minister Ikeda. The Op- 
position parties were for the most part 
already disinterested in ideas “ Made in 


1954) and O-Bei no Zeisei (Tax Systems of Europe 
and America) (Tokyo: Okura-sho Zaimu-Kyokai-Kan, 


1955). The text attempts to summarize the argu- 
ment of the later book (op. cit., p. 377 f.). 


4 Kimura (‘Conditions for Direct Taxation,” op. 
cit., 167 f.) surveys the postwar deterioration of the 
Japanese tax service. His argument includes the fol- 
lowing Table I, classifying Japanese tax officials by 
length of service as ef 1951. 
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America,” or became so before the end 
of the Occupation. They were also for 
the most part disinterested in public fi- 
nance issues, with one over-riding ex- 
ception; taxes were too high and should 
be reduced, above all for the little man, 
who also happened to be the voter. 
The Opposition leaders envisaged their 
problem, probably correctly, as one of 
cutting total expenditures, so that total 
taxes could be cut at the same time. 
The distribution of a given tax burden 
and the details of the tax structure were 
postponable issues in which they had 
little present interest, apart from the 
cut in the total. They had attacked, 
first circuitously and then openly, the 
previous Occupation system as “ evil- 
taxes” (akuzei) and “ tax-exploita- 
tion” (zei-shudatsu). They attacked 
the Shoup system on the same grounds 
with easy impartiality. They would 
probably have attacked with equal ve- 
hemence and effectiveness any other sys- 
tem which raised equal amounts of rev- 
enue from the Japanese people, whether 
the methods involved were direct taxes, 
indirect taxes, or any combination of 
the two.” 


The Shoup Mission was aware of con- 
flict between its recommendations and 
the desires of Japan’s business and po- 
litical leaders, but anticipated a new 
Government which might combine Pre- 
mier Yoshida’s willingness to listen to 
American advice with a greater sym- 
pathy for fiscal equity than the Yoshida 
Cabinet’s.° There may have been some 
chance for such a “ New Deal ” Japanese 


5 An interesting example of the type of argument 
used is found in Shima ef al. (op. cit., p. 361, Table 
5) in which the Shoup progressive income tax is 
demonstrated to be regressive by deduction of the pre- 


(Table II): 


war basic exemption from taxable income. 


6 Interview of the senior writer with Professor 
Shoup, May 1955. 
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Government in 1949, but it vanished 
during the next year after SCAP “ red 
purges ” alienated the pro-Western sen- 
timent in parties and factions to 


Yoshida’s left. 


After the Shoup Mission returned to 
the United States (September 1949), 
the enactment of its program became 
the responsibility of the Internal Rev- 
enue Division of SCAP, headed by L. H. 
Moss of the U. S. Bureau of Internal 
Revenue. Despite the sincere support 
of Moss and most of his staff for most 
of the Shoup proposals, the Internal 
Revenue Division made some question- 


TABLE I 
JAPANESE NATIONAL Tax OFFIcIALs, BY LENGTH 
OF SERVICE, 1951 


Length of Service 


(years) Number of Officials 


} 9,057 

2- 28.078 
4-6 5,483 
6-10 3,632 
10-20 2,821 
20-30 1,492 
Over 30 492 
Total 51,055 


able political judgments in planning 
(with the Japanese Government) the 
various bills which translated the bulk 
of the Shoup Report into Japanese law. 
Foremost among these was postpone- 
ment of the Local Tax Bill (a tax-in- 
crease measure) until the several Na- 
tional Tax Bills (tax-reduction meas- 
ures) had already passed the Japanese 
Diet. If the order of bills had been dif- 
ferent, promise of national tax reduc- 
tions could perhaps have been used as a 
bargaining weapon for the Local Tax 
Bill. As matters actually worked out, 
the Local Tax Bill was defeated by the 
Japanese House of Councillors during a 
regular Diet session (May 1950); it was 
then passed in a special session, but with 
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a crippling amendment (postponement 
of the value-added tax) which was the 
beginning of the end of the Shoup sys- 
tem in local finance.’ (Once again, 
“For want of a nail, the shoe was 
Seis. cs”) 

Bills were drawn up, introduced, and 
in some cases passed on an overly aggre- 
gative basis, i.e. without sufficient atten- 
tion to the special problems of the spe- 
cial interest groups affected most drasti- 
cally by the Shoup program. These 


groups were quite numerous,” but we 


TABLE II 
“ REGRESSIVITY ” OF JAPANESE NATIONAL 
INcoME Tax, 1952 


Average Income Tax Rate 


On Total 
Income minus 


360,000 Yen 


On Total 
Income 


Taxpayer's 
Annual Income 


200,000 ven 
300,000 
500,000 104% 


1,000,000 38 57 
2,000,000 53 
5,000,000 . 54 


Infinite 


Note: The prewar personal exemption of the 
Japanese national income tax was 1200 yen, or 
approximately 360,000 yen at 1952 prices. In 
dollars at official rates, 1200 yen represented 
$300 in the 1930’s, while 360,000 yen represents 
$1000 in the 1950's. 


may single out four of the most impor- 
tant for special mention: 


7 For an opposite interpretation of this history, see 
Robert A. Fearey, The Occupation of Japan, Second 
Phase: 1948-50 (New York: Macmillan and LP.R., 
1950), pp. 197, 201. 


8 The Oriental Economist lists a number of indus- 
tries affected adversely by the Shoup plan. (They 
had not been paying excess profits taxes previously, 
had heavy fixed assets, and heavy labor costs.) The 
list included electric power, private railways, steel, 
shipbuilding, machinery, and chemicals. Favorably 
affected, on the other hand, were industries of which 
one or more of the opposite conditions were true, in- 
cluding cotton spinning, synthetic textiles, silk-reel- 
ing, fats and oils, flour milling, beer and sake brew- 
ing. ‘ Tax Reform Damps Business,” op. cit. (Feb. 
25, 1950), p. 188 f. 
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1. Among the smallest but best or- 
ganized was the privately-owned public 
utilities, including the private railroads. 
These were in the unhappy position of 
holding large amounts of property in 
the form of fixed capital, and were 
therefore large local taxpayers when the 
local property tax base was extended to 
depreciable assets. At the same time 
they compete with publicly-owned, and 
at times subsidized, utilities for custom 
and traffic. These competitors pay no 
local taxes, being mainly National Gov- 
ernment instrumentalities, so that the 
private utilities have difficulty shifting 
local tax increases to their customers. 


2. In a similar situation stood a large 
variety of companies in industries not 
classed as public utilities. Their taxes 
rose under the Shoup reforms substan- 
tially more than the taxes of competi- 
tors in the same industries or rival in- 
dustries, so that their net unshiftable 


tax burden rose also. The taxes in ques- 


tion are primarily local. Especially in 
point are concerns operating with un- 
usually high loadings of direct labor and 
elderly fixed capital (already depreci- 
ated to zero on the owners’ books). 
Such a company would have a higher 
property tax burden than its competi- 
tors, and also a higher value-added tax 
burden because of its higher ratio of 
value added to total sales. If this com- 
pany was also somewhat unprofitable, 
and therefore paid little enterprise tax, 
its objection to the Shoup-inspired Local 
Tax Bill would naturally be bitter. 

3. A different political problem was 
posed by the banking and securities in- 
terests. These were being encouraged 
by both SCAP and the Japanese Gov- 
ernment to expand, increasing domestic 
saving and investment at the expense 
particularly of luxury consumption. 
Many of these banks and security houses 
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had invested heavily in securities them- 
selves, partly as inflation hedges and 
partly in anticipation of a rise in real 
values. Any such provision as a ban on 
anonymity of accounts and securities 
removes a certain element of differential 
attractiveness from saving and invest- 
ment as against consumption. In the 
depressed atmosphere of 1949-50, the 
ban, coupled as it was with a net worth 
tax, might have brought on substantial 
withdrawals of cash from bank accounts. 
It would have stimulated hoarding, and 
might conceivably have precipitated a 
banking crisis. Somewhat more prob- 
able might have been a serious slump on 
the “thin” securities exchanges. The 
chances of such serious consequences 
were not high, but Japan’s banking and 
securities interests (together with their 
friends in SCAP) were disinclined to 
take any avoidable chances whatever. 
4. Japan’s small but powerful for- 
eign community ® was hit hard by the 
Shoup plan, particularly the proposed 
subjection of its members to full Japa- 
nese income taxes. The Japanese in- 
come taxes to which it subjected all but 
the wealthiest of these people were sub- 
stantially higher than American or Brit- 
ish taxes on the same incomes,'’ but fis- 


9 For our purposes, the “ foreign community " does 
not include SCAP civilian or military personnel, or 
foreign diplomatic representatives. These excepted 
classes were subject to income taxation in their home 
countries, but not to Japanese income taxes. 

The foreign community in Japan had paid income 
taxes prior to 1945, but a special SCAP ordinance had 
exempted it during the first five years of the Occu- 
pation. 


10 The burden of the Japanese income tax is not 
due to the top bracket rates, which are lower than 
the British or American. It is due to the low per- 
sonal exemptions and the rapidity of the progression. 
It resulted in 1950 in a rate of 55 per cent on all 
incomes in excess of $900 (above exemptions). In 
1956 a married taxpayer with three children and an 
annual income of 1,500,000 yen ($5400) paid 453,925 
yen ($1260.90) in national income taxes as against 


(See next page) 
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cal equity finds it difficult to plead a 
case for more favorable treatment of 
foreigners in Japan than of Japanese 
with the same incomes.'' Indeed, spe- 
cial tax treatment of the Japanese for- 
eign community could be used as evi- 
dence of Occupation “exploitation” and 
“economic imperialism.” 

The foreign community however in- 
cluded a number of strategic elements: 
newspaper men, missionaries, technical 
and financial representatives of Ameri- 
can companies, foreign traders, etc. 
Their weapons were threats of bad pub- 
licity and threats to leave Japan. News- 
paper men could and sometimes did em- 
barrass SCAP by critical reports in the 
domestic press. “Taxing missionaries 
out of Japan ” would have injured SCAP 
in American clerical circles. Shortage 
of technical representatives of aircraft, 
communications, and ordinance com- 
panies was a drag on Occupation au- 


thorities, particularly after the Korean 
War began; taxing their incomes might 


have made the shortage worse. Loans 
of American capital and teaching of 
American “know-how” to Japanese 
companies were often conditioned on 
the presence of American supervisors in 
Japan. Tax changes might reduce the 
ease of attracting these supervisors, and 
so retard America’s “Private Point 
Four” in Japan. Foreign traders oper- 





the $150 which he would have had to pay in the 
U. S. For these and other comparisons see, e.g., 
“ Issen-oku-en Genzei Seyo! (We Want a 100 Billion 
Yen Tax Cut! ”) Shukan Asahi (Jan. 4, 1957), p. 4. 


11 The foreign Chambers of Commerce did, how- 
ever, frame such a case in 1950, and again in 1955. 
They alleged that Westerners “ need” higher incomes 
and living standards than Japanese. They also charged 
the Japanese tax administration with anti-foreigner 
discrimination, with required offsetting by special 
privileges. For more sympathetic comment on their 
activities, cf.: Fearey, op. cit., pp. 153 f., 198; the 
Tokyo dispatches of Burton Crane to the New York 
Times during the first four months of 1950; Nippon 
Times (ed.), July 2, 1955 and Sept. 7, 1955. 
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ating from Japan were fulfilling tem- 
porarily an important economic func- 
tion in Japan’s export trade, since 
Japanese traders were not permitted to 
leave the country in 1949-50. Tax 
changes discouraging their activities 
might have delayed Japan’s trade re- 
vival. Finally many SCAP officials, both 
civil’ and military, hoped to join the 
prosperous foreign community when 
their SCAP contracts expired, and op- 
posed tax increases which reduced the 
numbers of foreigners hired in Japan or 
the number of foreign businessmen who 
could fend for themselves there. 


Economic Causes 


On the economic side, the Shoup Mis- 
sion’s greatest handicap was in having 
been oversold. The Japanese expected a 
miracle man who could cut their taxes 
and prices simultaneously, and Shoup 
disappointed them. 

It could hardly have been otherwise. 
The Shoup Mission’s jurisdiction and 
competence were limited almost entirely 
to the revenue side of the budget. It 
had no control over expenditures, ex- 
cept as regards grants from the Na- 
tional Government to the localities; it 
had no control whatever over three con- 
troversial accounts: price subsidies; re- 
armament; and support of the Occupa- 
tion. Table III indicates the absolute 
and relative importance of these ac- 
counts by fiscal years, over the postwar 
period. 

Neither did the Mission have any 
control over the basic policy of budget- 
ary over-balance, “the American de- 
flation-disinflation model, for export 
only.” 

Accepting this limitation on its pow- 
ers, the Mission took the additional step 
of challenging the Japanese view that 
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they were overtaxed. The Shoup Re- 
port computes Japan’s postwar tax bur- 
den as between 20 and 26 per cent of 
her national income, as against corre- 
sponding percentages of 24 for the 
United States and 35 to 38 for Great 
Britain. Admitting the inaccuracy of 
the Japanese figures in particular, the 
Mission summarizes: '* 
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(1) Comparisons of income tax pay- 
ments of taxpayers with equal incomes 
at official exchange rates; '* (2) Com- 
parisons of the personal exemption levels 
of income taxation; '* (3) Comparisons 
with Japanese taxes as percentages of 
national income in some prewar stand- 
ard period (1934-1936); '° (4) Com- 
parisons of tax burdens as percentages 


TABLE III 
Price Sussipies, DereNse EXPENDITURES, SUPPORT OF THE OCCUPATION, AND LOCAL 
GOVERN MENT ALLOCATIONS IN JAPANESE NATIONAL GOVERN MENT 
GENERAL Account Bunpaet, 1946-1955 


(Fiseal Years. 


Accounts 1946 §=1947 1948 
Total Expenditures, 
General Account 
Price Subsidy Expen- 

ditures, 
Amount 
Per cent 
Defense Expenditures, 
Amount 
Per cent 
Support of Occu- 
pation,* 
Amount 
Per cent 
Local Government 
Allocation, 
Amount : : 
Per cent , 12.1 


115.5 2058 


52.8 
1 


1949 
741.0 


179.2 5 
24.2 96 28 . 28 


Yen figures in billions) 


1950 1951 1952 1953 1954 1955 


664.6 793.7 932.5 10273 999.9 991.5 


64.0 22.5 29.0 


20.0 31.0 
3.0 39 


123.1 
12.0 


132.8 
13.3 


111.2 
16.7 


93.1 
12.3 


108.5 


: 137.6 
9, 16.3 


13.4 


125.6 
12.6 


137.4 


120.0 145.0 
5 13.9 


15.1 15. 


*The “Support of Occupation” account is referred to in Japanese official documents as 
“Termination of War Expenses. 


Source: Hanya Ito, “Japans 6ffentliche Finanzen, 1931-1952” in Essays in Public Finance, 
op. cit., Table 7, p. 68. Originally published in Finanzarchiv (1952); Bank of Japan, Economic 


Statistics of Japan, 1955, Table 96, p. 191 f. 


The conclusion that we draw from 
| these ratios] is essentially a negative one, 
namely, that there is no evidence in these 
data that the Japanese tax total is unusu- 
ally large. 


This was anathema to the Japanese. 
Japanese tax men, economists, and stat- 
isticians have insisted before and since 
the Shoup Report on the superior rele- 
vance of other types of comparisons: 


12 Op. cit., vol. I, p. 7 f. 


of supernumerary income, i.e., to in- 
come over and above some minimal 


13 This is the most common single type of evidence 
that the Japanese taxpayer is over-burdened. We 
have presented a sample in note 10 to this section. 


14In 1956, these were 80,000 yen ($222.22) in 
Japan, $600 in the United States, for a single tax- 
payer. For a married taxpayer with three children, 
the Japanese figure is 170,000 yen ($472.22) as 
against $3,000 in the United States. 


15 The figure published is 13.8 per cent (1956) as 
against 8.5 per cent in 1934-36. (This includes na- 
tional taxes only.) Emergency Tax System Research 
Committee, op. cit., Table 2, p. 20. 
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“cost of subsistence.” 

We may analyze the last point in 
more detail. The thought is that a rich 
country can afford to pay a higher pro- 
portion of its national income in taxes 
(receive a higher proportion of its na- 
tional income in public services) than a 
poor one. There is also the implication 
that, important as public services may 
be once the subsistence minimum is 
passed, they should not be included in 
the minimum itself. Both of these 
propositions are value judgments. The 
validity of neither is self-evident, but 
neither should be ignored. 

As a proxy variable for the imprecise 
notion of “ cost of subsistence,” statisti- 
cians conventionally substitute con- 
sumer expenditures on food. If we ac- 
cept Japanese figures indicating that 60 
per cent of the average Japanese con- 
sumer’s budget went for food at the 
time of the Shoup Mission '® as against 
25 per cent in the United States, and 
correct the tax burden ratios accord- 
ingly, the ratio becomes substantially 
higher for Japan than for the United 
States (50 per cent of supernumerary 
income as against 32). These compu- 
tations make the evidence of Japanese 
over-taxation and the need for overall 
Japanese tax reduction stronger than 
the Shoup Mission was willing to admit. 


* 


The Shoup Report takes pains to 
make an eminently sensible point—that 
the benefits of government services 
must be considered alongside the bur- 
dens of taxation in any assessment of 
the effect of public finance on economic 
welfare. It does not go on to apply this 


16 The figure for 1949 was 60.1 per cent, for 1950 
§7.3 per cent. (It has subsequently fallen to 48.5 
per cent in 1953 and 1954.) Institute of Statistical 
Research, Japanese Economic Indicators (June 1955), 
p. 23. 
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analysis to Japan, where it works against 
the Shoup conclusion on over-taxation. 

The reason is that a large part of the 
expenditures of .the national govern- 
ment has gone for purposes which the 
Japanese electorate might not have sanc- 
tioned by direct referenda. If we refer 
back to Table III and add the percent- 
ages of the general account expenditures 
going for defense (line 5) and support 
of the Occupation (line 7) we find a 
figure of over 30 per cent in the early 
Occupation, which had fallen to slightly 
below 20 per cent at the time of the 
Shoup Mission and has hovered more 
recently between 12 and 15 per cent. 
If popular referenda could have been 
held on the Japanese budgets for these 
items, they would certainly have been 
cut drastically. (What is the benefit to 
Tanaka-San from a recreation center 
for G.I. Joe?) National and local ex- 
penditures for highways, police, higher 
education—perhaps also for health, so- 
cial services, and housing—may fall in 
similar categories. The Japanese are 
against none of these things (aside from 
some grumbling at the size of the police 
force). That is to say, they are against 
none of these things if they are cheap 
enough. But if he must pay his share 
of the bill himself, Tanaka-San would 
probably prefer (at the margin) a tile 
roof and a wooden floor in his home to 
a middle school or a hospital or a paved 
road in his village, and he would prob- 
ably prefer (at the margin) more rice 
for his family to more rice for the vil- 
lage policeman, 
nurse. 


teacher, or visiting 


Low marks must be assigned the 
Shoup Mission’s efforts at inculcating 


tax-consciousness among the Japanese 
prefectures and municipalities. Herein 
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lies an important economic reason for 
the submersion of the Shoup system of 
local finance in a sea of red ink. 

Sampling the local finance feature ar- 
ticles and editorials in conservative Japa- 
nese newspapers like the Oriental Econ- 
omist or Nihon Keizai, one’s impression 
is of a passive electorate without tradi- 
tions of local self-rule, falling into any 
trap set by local bosses who “ never vote 
for a tax or against an appropriation.” 
Local government personnel is increased 
and overpaid fantastically to build local 
political machines.‘ Extravagant vote- 
buying (ninki-tori) projects are under- 
taken as “ public works” and “ disaster 
relief ” with no thought of financing. 
For one year in particular (fiscal 1953), 
35 of the 46 prefectures, four of the 
five largest cities, 201 other cities, and 
2391 towns and villages failed to bal- 
ance their budgets."® 

The reply of the partisans of local 
autonomy places part of the blame on 
the inexperience of the local electorates, 
but more of it on the National Govern- 
ment. National agencies allegedly force 
unreasonable standards of quality and 
quantity on rural education, health, and 
welfare agencies as conditions for shar- 
ing in grants-in-aid, and pay no atten- 
tion for the financial position of the lo- 
calities. Asa result 63 per cent of local 


17 The number of local government employees rose 
from 743.9 thousand in 1933 to 1,422.0 thousand in 
1953. (This 91 per cent increase includes transfers 
of former National Government personnel to local 
payrolls.) ‘Local Government Finance in Quan- 
dary,” Oriental Economist (October 1954), p. 484. 


18 Nihon Keizai, Mar. 13, 1954. In the following 
year, the situation was even worse on the prefectural 
level, with only two prefectures breaking even (Osaka 
and Tochigi). ‘‘ Local Government Finance in Quan- 
dary,” Oriental Economist, op. cit., p. 483. The 
total deficit of all local bodies in fiscal 1955 had risen 
to 58,600 million yen. “ Ten Years of Japan’s Post- 
war Economy,” Oriental Economist (October 1955), 
p. 497. 
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expenditures are compulsory '® and 74 
per cent under some form of regulation 
from Tokyo.”° 

Partisans of both “ profligacy”” and 
“over-burden ” theories of the persist- 
ent local deficits often agreed on one 
point: there were too many local units, 
and consolidation was desirable. Con- 
solidation has in fact been carried out at 
the municipal level to a considerabie ex- 
tent; amalgamation has reduced the 
number of cities, towns and villages by 
25 per cent.*' Fujita, however, would 
like to see the movement go further, 
eliminating all local bodies with area less 
than 30 square kilometers or population 
less than 8,000.*° A consolidation pro- 
posal for prefectures (the so-called Do- 
Shu System) was made by a Local Tax 
System Research Committee in 1954. 
The conservative press supported this 
proposal,** but the prefectures (like 


19 Takeo Fujita, Yugamerareta Chiho-jichi (Our 
Perverted Local Autonomy) (Tokyo: Giin Bunko 
Shuppan-Kai, 1953), p. 51. Professor Fujita is the 
leading Japanese local-finance writer expressing this 
point of view. Much of the argument of his book is 
summarized in a feature article in Nihon Keizai, Nov. 
18, 1954. This article, together with an unsigned 
conservative rebuttal (ibid., Dec. 14-15, 1954), pro- 
vides an excellent introduction to the present state of 
the current finance problem. 

20 Local Government Finance in Quandary,” Ori- 
ental Economist, op. cit., p. 486. Yoshioka (op. cit., 
p. 150) supplies a sinister interpretation: “ By local 
deficits, the Central Government has been forcing the 
local governments to cut welfare expenses and in- 
dependent enterprises, to discharge employees, to 
strengthen tax collections, and to pass their difficul- 
ties on to the people.” 

“1 Saburo Shiomi, in Dai Nohon Sozei Kenkyu 
Kyokai Nempo (1954), p. 31. 

22 Fujita, Yugamerareta Chiho-Jichi, pp. 84 ff. 

23 Nihon Keizai (ed.), Aug. 6, 1954; Shiomi, op. 
cit., p. 31. Certain alternative proposals for dealing 
with Japanese prefectural deficits go further than the 
Do-Shu system. The Oriental Economist proposed in 
1951 the abolition of all intermediate units between 
the National Government and the municipalities. 
“Local Autonomy Costly ” (Mar. 17, 1951), p. 215; 
Sept. 8, 1951, p. 310. Jiji Shimpo, in an editorial 
cited by the Nippon Times (Oct. 10, 1952), proposed 


(See next page) 
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American counties) have thus far been 
able to avoid any action. 

Regardless of the relative merits of 
these various arguments, certain techni- 
cal shortcomings of the Shoup system 
may explain why the increase in local 
tax-consciousness was somewhat disap- 
pointing. 

While opposing shared taxes as inimi- 
cal to tax-consciousness, the Mission did 
not consider sufficiently the same effect 
arising under the Equalization Grant.”* 
It became a common practice for local 
bodies to overspend their tax receipts, 
collect kifukin or borrow from the De- 
posit Bureau * to tide themselves over 
the short term, and then descend on 
Tokyo to campaign for increased Equali- 
zation Grants in lieu of practising econ- 
omy. With kifukin, the Deposit Bu- 
reau, and next year’s Equalization Grant 
available, tax-consciousness was lost in 
the shuffle. 

Since (or so runs the argument) the 
Shoup system is at least as conducive to 
local waste and extravagance as were 
shared taxes, would it not be better to 
return to tax sharing and avoid the ad- 
ministrative costs of supporting extra 
tax collectors? The Shoup Mission real- 
ized as well as other students of pub- 


restoration of a Home Ministry in the National Gov- 
ernment with essentially complete power over local 
finances. 


24 Nihon Keizai claimed that some unspecified local 
units relied on the Equalization Grant for 90 per cent 
of their total receipts. The average for all prefec- 
tures was 25 per cent, for “ poor” prefectures 80 per 
cent. Op. cit., Aug. 10, 1952 (ed.), Jan. 16, 1953, 
Aug. 2, 1953 (ed.). 

On the other hand, Professor Shoup points out cor- 
rectly (letter to the senior writer, dated May 27, 
1957), that the grants were designed not to blunt 
local tax-consciousness, being intra-marginal and leav- 
ing marginal expenditures to be financed from local 
sources. 


25 The Deposit Bureau of the Finance Ministry has 
custody over Japanese postal savings deposits, which 
it invests in approved issues of Japanese national and 
local government securities. 
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lic finance the “ non-revenue-yielding 
hurt” involved in multiplicity of col- 
lection agencies. They may perhaps 
have under-estimated the impact of 
avoidable duplication on the Japanese 
mind (accustomed to centralization) in 
the Japanese environment of poverty 
(where administrative pennies need 
pinching more than they do in Amer- 
ica) .*8 

Beyond this administrative difficulty, 
the Shoup Mission may have hindered 
tax-consciousness at the prefectural level 
by a technical error of aggregation.” 
For the Japanese prefectures as a whole, 
the system provided revenues equal to 
estimated prefectural expenditures. But 
this was only in the aggregate; the 
country prefectures (two-thirds of the 
total number) were left with predomi- 
nantly rural voters but with no direct 
taxes falling primarily on the agricul- 
tural population. It was hardly sur- 
prising that ninki-tori expenditures be- 
came good politics in the Japanese coun- 
tryside. 

The Shoup system’s closest approach 
to a prefectural tax affecting farmers 
was the value-added tax. This would 
have fallen largely on farmers as con- 
sumers, in the rural areas, although as 
an indirect tax it might not have been 
an ideal instrument to inspire tax-con- 
sciousness. It would also have been al- 
located so as to give rural prefectures a 
proportionate share in the proceeds. 
This tax, however, never went into ef- 


26 The case is made most explicitly by Kikuzo 
Watanabe, in two articles entitled “ Zei no Riron to 
Jissai” (“The Theory and Practice of Taxation”) 
in Nihon Keizai (July 1955). 


27 This oversight (if it was an oversight) was not 
made exclusively by the Shoup Mission. Neither 
SCAP nor the Japanese Government seemed aware of 
it until a 1952 report by a Local Taxation Research 
Committee to the Local Autonomy Agency. See a 
feature article by Takajiro Nozu (Budget Committee, 
House of Councillors), Nihon Keizai, Oct. 16, 1952. 
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fect. Its precursor and substitute, the 
enterprise tax, falls on business income, 
and receipts are concentrated in the in- 
dustrial and commercial centers where 
taxpayers have their head offices. It 
was therefore hardly surprising that 
rural prefectures frequently ran short 
of funds to finance the normal opera- 
tions of their governments. 


+ 


A fundamental and long-standing 
difference of opinion in economic policy 
is that among partisans of optimum re- 
source allocation, optimum distribution 
of economic power, and optimum eco- 
nomic growth. The first two aim at 
goals which, although differing between 
themselves, are alike essentially static. 
That is to say, they accept the existing 
range of economic resources and tech- 
nologies as given, and seek to make the 
best of them. Economic orthodoxy has 
followed this static pattern, and has 


aimed particularly at the most efficient 


use of resources. The partisans of eco- 
nomic growth, however, concern them- 
selves rather with the dynamic or his- 
torical problem of extending the range 
of resources and technologies available. 
Their argument often implies acquies- 
cence in a considerable degree of ineffi- 
ciency in resource allocation and of 
“ maldistribution ” of economic power 
at any time, if this inefficiency and mal- 
distribution accelerates economic devel- 
opment, somehow defined. 

The history of conflict in this field 
antedates the Wealth of Nations. A re- 
cent revival throughout the main body 
of economic thought is due more to 
Joseph Schumpeter than to any other 
single economist,”* and more to the eco- 
nomic awakening of the under-devel- 

28 See in particular Schumpeter’s Capitalism, Social- 


ism, and Democracy (New York: Harpers, 1942), 
ch. 5-9. 


NATIONAL TAX JOURNAL 


[| VoL. X 


oped world than to all economic practi- 
tioners including Schumpeter. Nor has 
the conflict been solved. Judgments are 
personal and subjective; they may re- 
flect little more than vested economic 
interests. When decisions are made, as 
they must be made, they are political 
compromises between the personal and 
subjective preferences, reflecting the 
economic interests of at least the most 
powerful and best organized individuals 
and groups concerned. 

Public finance, much of it applied 
welfare economics, reflects the same state 
of unresolved conflict. Here the static 
position has come to stress “ equity,” 
interpreted as leaving the distribution 
of income and wealth more equal after 
taxes than before, or at least refraining 
from accentuating inequality. The 
antagonist slogan is “capital forma- 
tion.” By this criterion, public finance 
should encourage saving, investment, 
and economic growth to a greater ex- 
tent than they have traditionally done, 
and should therefore neglect such static 
considerations as fiscal equity. 

Policy recommendations like the 
Shoup Report are pragmatic compro- 
mises between equity and capital forma- 
tion. They do not adopt or abandon 
either criterion completely. As prag- 
matic comprises, they are seldom “ right 
or wrong, black or white ” on theoreti- 
cal grounds. They combine the subjec- 
tive preferences of the compromisers 
with estimates about terms on which 
the active protagonists can be induced 
to settle. In their short stay in Japan, 
the Shoup Mission could hardly have 
been expected to guess right on terms 
for which the Japanese protagonists 
would settle, and concentration on the 
subjective preferences of the Mission 
members was probably greater than it 
might otherwise have been. 
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As things turned out, the body of 
compromise in the Shoup Report has 
satisfied professional public finance spe- 
cialists outside Japan better than it has 
satisfied any important element in Japan 
itself. The right-wing clichés are “ Too 
theoretical—does not fit the actual con- 
ditions of our country.” (Riron-teki- 
sugiru—waga-huni no jitsujo ni awanai.) 
What they mean (and they are seldom 
illustrated concretely) is undue atten- 
tion to fiscal equity at the expense of 
capital formation.”? The left-wing 
cliché is “tax exploitation” (zei-shu- 
datsu. What it means is undue atten- 
tion to private capital formation at the 
expense of “the people’s livelihood ” 
(kokumin-seikatsu). Occasionally one 
encounters a study criticizing Shoup on 
both grounds simultaneously.*° 

The Japanese Government and _ its 
Conservative Opposition *' have ex- 
pressed Japanese business opinion in tax 
matters. 


They would have preferred 
greater stress on indirect taxation, and 
likewise lower levies on business income 
and profit. Most of the subsequent re- 
ports of semiofficial Tax System Re- 
search Committees and most of the sub- 
sequent modifications of the Shoup Sys- 


tem have taken these directions. The 
Left Opposition (Socialist, Communist, 
and Labor-Farmer parties) have sought 
above all lower taxes on “the little 
man.” These would have required lower 
expenditures for support of the Occu- 


29 Note the identification of fiscal theory with 
equity ruat coelum. This may be true of fiscal the- 
ory in Japan. It is not true of fiscal theory in Eng- 
land or America at the present time. 


30 The Report of the Emergency Tax System Re- 
search Committee of 1955-56 (op. cit., p. 1 f.) is a 
case in point. 


31 The Government (Liberal Party) and the Con- 
servative Opposition parties (Democratic Party, Pro- 
gressive Party) united in 1955 to form the Demo- 
1957) in 


cratic-Liberal Party currently (Summer, 


power in Japan. 
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pation, for national and local police, and 
for the embryonic Japanese rearmament 
—sometimes lumped together as “ ex- 
penses to protect capitalists.” One can 
find some sentiment for greater tax pro- 
gression to the extent of further capital 
levies,*” and some sentiment for leaving 
capital formation to the Government; 
this sentiment is however somewhat 
superficial. The main desire of the Japa- 
nese Left was clearly for lower taxes, 
which would have required lower ex- 
penditures, which Shoup was not au- 
thorized to recommend. 


Sociological Causes 


Passing on to fiscal sociology, the 
Shoup system’s limited ability to im- 
prove taxpayer morale in connection 
with self-assessment might well have 
been forecast. Where self-assessed pro- 
gressive taxes have been most successful, 
according to one view, one or the other 
of the following patterns of develop- 
ment seems to have been followed: * 

1. The initial rates were low enough, 
and the initial degree of progression 
slight enough, so that even a small risk 
of detection meant for most taxpayers 
that evasion did not pay. When the 
basic rates and degrees of progression 
were later raised, either gradually or in 
periods of patriotic fervor, most tax- 
payers were caught in the web of their 
earlier returns. (This seems to have 
been the American pattern.) 

2. Alternatively, successful income 
taxes were introduced on a classified or 
schedular basis. There was little or no 


32 As witness a Communist proposal of 1949-50 
relative to asset revaluation, by which a 100 per cent 
tax was to be levied on the revaluation amount. 


33 This section owes its main development to a 
series of discussions with Professor R. L. Richman of 
the University of Pittsburgh during the Spring of 
1955, and to reading of Richman’s unpublished Ph.D. 
dissertation on the early history of the income tax in 
Great Britain. 
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progression within each schedule, al- 
though income from different sources 
was often taxed at different rates. This 
system permitted maximum reliance on 
source collection, plus a good deal of in- 
telligent use of the “ external signs” of 
income. After the schedular income tax 
had established itself, progressive rates 
and consolidation of schedules were un- 
dertaken. (This seems to have been the 
British pattern after 1802). 

The postwar Japanese income tax 
fitted neither pattern. It involved dras- 
tic increases in tax rates, tax progres- 
sion, and the size of the tax-paying pop- 
ulation.** It was imposed by the fiat of 
an occupying power. And by the time 
the Shoup Mission reached the scene, 
antitax sentiment had been crystallized 
further by the arbitrary reassessments 
and forced collections of 1948-49. 


* % *% 


More generally the Mission may have 


yielded too much to rationalist predilec- 
tions in overestimating the strength of 
logical argument in tax matters as 
against Certain ingrown Japanese popu- 
lar attitudes. These visceral attitudes 
usually work in the conservative direc- 
tion, and have found defenders on prin- 
ciple as constituting the better part of 
political and economic wisdom.* In 
Japan as elsewhere, they are stronger in 


34 The number of Japanese income taxpayers was 
only 942 thousand in 1935, and rose to 12,432 thou- 
sand during the War. Under the Occupation, the 
peak year was 1949 (21,098 thousand). In 1951, 
when the Shoup system was most fully in effect, the 
number was 12,683 thousand; it had fallen to 10,916 
thousand in 1954. In the latter year, however, 
25,351 thousand taxpayers were subject to the local 
inhabitants’ tax, which included a poll-tax element. 
Cf. Kimura, “Conditions for Direct Taxation,” op. 
cit., p. 164, and Ekonomisuto (May 28, 1955). 


85 Russell Kirk, in The Conservative Mind (Chi- 
cago: Regnery, 1953) provides a sympathetic history 
of these patterns of half-thought, half-feeling in 
Western Europe and America from Edmund Burke to 
the present day. 
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the countryside and in small towns than 
in metropolitan centers. We may cite 
three folk prejudices with which the 
Shoup Report collided. These were 
called to our attention by Japanese in 
conversation; *® there may be others 
equal or greater in importance. 

1. Both Japanese and Chinese have 
tended traditionally to prefer indirect 
over direct taxation because they asso- 
ciate direct taxation with inquisitorial 
methods of enforcement and with tyran- 
nical government generally.** 

2. In Japanese history, periods of lo- 
cal independence have been periods of 
lawlessness and civil war, when feudal 
daimyos struggled for the title of Shogun 
and control over imperial puppets, while 
their samurai warriors ravaged the coun- 
tryside unchecked by national law. Pe- 
riods of peace and prosperity, on the 
other hand, were associated with strong 
National Governments which enforced 
the laws and kept the daimyos under 
control.°* “* Local autonomy ” conse- 


36 They were stressed most strongly by Saburo Shi- 
omi, Professor Emeritus of Public Finance at Kyoto 
University and technical adviser to the Japan Tax 
Association. 


37 The story of Sakura Sogoro epitomizes a good 
deal of popular feeling: Sakura Sogoro lived in the 
early 18th century, and was a village headman in 
what is now Chiba Prefecture. When his feudal over- 
lord or daimyo levied direct taxes upon the peasants, 
he felt it his duty as their leader to walk to Yedo 
(Tokyo) to present their grievance to the Shogun. 
For this insubordination he was executed with his 
family, but the daimyo too was compelled to cease 
his unjust taxation. Sakura Sogoro remains a folk 
hero to this day; his story is known in Japan as 
Patrick Henry’s story is known in America. 


38 In particular, a “ golden age” is associated with 
the early Tokugawa period (17th and early 18th 
centuries) which ended several generations of civil 
strife. 

One finds on the Left a quite different attack on 
“local autonomy ” as an anachronism. ‘At the sec- 
ond stage of the general crisis of capitalism following 
World War II, and under the centralized rule of 
American imperialism, it is self-contradictory and de- 
ceptive to talk of expanding local autonomy in the 


(See next page) 
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quently means to some Japanese not re- 
lief from Tokyo bureaucracy but a 
weakening of Japan as a nation and a 
step backward toward feudal terrorism. 

3. Like the Oriental “ large ” or “ un- 
divided” family itself, the undivided 
family fortune is felt by many Japanese 
to exercise a real function in reducing 
fragmentation of landholdings and more 
generally in assuring support for family 
members who are aged, ill, or otherwise 
unable to care for themselves economi- 
cally.*° The accession principle in suc- 
cession taxation flies in the face of this 
feeling, by penalizing testators who 
keep their estates undivided. The feel- 
ing itself seems considerably more rea- 
sonable in poor countries like Japan, 
with relatively underdeveloped social se- 
curity systems than it would in the 
United States or Great Britain. 


The ultimately damning ideological 
handicaps which the Shoup tax system 
never overcame were its American origin 
and the lateness of its imposition in 
Japan. All its proposals ran against a 
dilemma, from which these handicaps 
never let it be extricated. Insofar as it 
contained elements based on successful 
American experience, it was met with 
“* Japan is not America.” Insofar as it 
contained elements designed as improve- 
ments on American and European prac- 
tice, it was “too theoretical,” “using 
Japanese for guinea-pigs,” even “ wreck- 
ing the Japanese economy.” This sort 
of dilemma symbolizes the intellectual 
atmosphere of the later Occupation and 


To emphasize municipalities in 
the name of ‘ strengthening local autonomy ’” brought 
about only increase of military and Fascistic admin- 


classical sense... 


istrative work, and _ therefore 
Kiyoji Hishikawa, “Local Finance,” in 
Shibon-Shugi Koza, vol. V, p. 324. 


increased expense.” 
Nihon 


39 Cf. feature article by Takajiro Nozu, Nihon 
Keizai, Oct. 16, 1952. 
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its aftermath, in which the Shoup sys- 
tem has been chipped away since 1950. 

The Occupation had been genuinely 
popular in Japan in 1945-47, among the 
intellectual salesmen of ideas *° as well 
as the men in the street. There was a 
sharp contrast between its civilized de- 
meanor and the ravaging ferocity which 
the Japanese had anticipated. The Oc- 
cupation was mopping up the remnants 
of Fascism and militarism, which the 
Japanese blamed for all they had lost 
and suffered in World War II. There 
was an era of good feeling, with a bat- 
tered and half-starved Japan groping 
toward a “ Brave New World” guided 
by America in the role of big brother. 
““ Made in U.S.A.” was a passport to ac- 
ceptance for ideas as for machinery. 
True, SCAP was full of untrained ex- 
G.I.’s, wild-eyed radicals, black mar- 
keteers, civil service castoffs, and tempo- 
rary assignees from Washington. True, 
these people did not know Japan, they 
made hundreds of mistakes honest and 
otherwise, their rate of turnover was 
disconcertingly high, but n.uch of their 
reform program has endured for at least 
a decade. Had the Shoup Mission been 
summoned and submitted essentially its 
same plan in 1946 or even as late as 
1948,*' a greater proportion of that 


40 The Japanese intellectuals (chishiki-kaikyu) 
possess a degree of power, respect, and class-con- 
sciousness which, while familiar in Europe, seems un- 
earned and unnatural to American military people, 
including uniformed business men as well as profes- 
sional soldiers. Among the worst mistakes of the 
Occupation, after its anti-Communist “ Right turn ” 
of 1947-48, was to underestimate the power of the 
chishiki-kaikyu and equate them to so many Ameri- 


can “eggheads ” or “ ineffectuals.” 


41 The Japanese Government 
Shoup Mission could worked 
ously was probably the Katayama Cabinet of 1948. 
This was however a weak and short-lived coalition. 
Premier Katayama, a Right-wing Socialist, was hard 


which the 
harmoni- 


with 


have most 


put to retain a majority within his own Socialist 
Party, and the Socialists themselves never had a Diet 


(See next page) 
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plan would almost certainly have en- 
dured as well. 

Three things had happened by 1949 
The 


Occupation had overstayed its welcome, 


to end the era of good feeling. 


set up little Levittowns at Japanese ex- 
pense in the midst of Japan’s postwar 
suffering, and failed to exclude racism 
from its dealings with “ the indigenous 
population.” It had also changed its 
primary function (without consulting 
the Japanese),** from mopping up 
Fascism to holding back Communism,’ 
and defined the latter term so broadly 
as to alienate the chishiki-kaikyu on 
whom it relied to explain and expound 
its own program.** Finally, the Japa- 
nese themselves had turned a corner 
economically; they were at once less de- 
pendent on and less grateful for Ameri- 
can aid, while the checking of postwar 
inflation was accompanied by a stabili- 
zation recession which was blamed on 
deflationary economic counsel 
America. 

When the Shoup Report appeared in 
1949, SCAP was staffed with conven- 
tional civil servants of all ranges of com- 


from 


majority. SCAP’s relations with Socialists and So- 
cialism were also cool, and imposed an additional 


burden on the Katayama Cabinet. Cf. Harold S. 
Quigley and John E. Turner, The New Japan (Min- 
neapolis: Minnesota, 1956), pp. 96, 283-86. 


42 The majority of the Japanese have shown no 
signs of wanting Communism in Japan. Neither 
have they shown any crusading zeal against it—in 
Japan or a fortiori anywhere else. 


43 The change in SCAP’s mission was gradual, like 
the world-wide shift from grand alliance to cold war. 
If a date is helpful, the best dividing line is probably 
Feb. 1, 1947, SCAP forced Communist-led 
trade unions of government workers to call off a gen- 
eral strike. 


when 


44 An important date in the alienation of the in- 
tellectuals is July 1949 (while the Shoup Mission was 
preparing its Report), when Walter C. Eells of 
SCAP’s Civil Information and Education Division be- 
gan a series of addresses at Japan’s universities advo- 
cating purges of “ Red” professors. 
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petence. The halcyon days of the black 
market were over. SCAP’s rate of turn- 
over had fallen along with its propor- 
tion of misfits. But little of its activity 
of 1949 and later years has taken root, 
save for passive acceptance of the partial 
revival of the postwar order. 

The Shoup tax system is a good in- 
stance of wasted opportunity. Copies 
were distributed widely in Japan. Popu- 
larizations too were presented to the 
Japanese people (not without significant 
omissions and distortions).*° Once 
the relatively minor character of the 
tax reduction became clear, however, 
favorable comment was _ increasingly 
perfunctory while destructive criticism 
became bolder and more sweeping as the 
Occupation drew towards its close. By 
1955, rational discussion (outside spe- 
cialist circles) had been nearly drowned 
out by constant repetition of standard- 
ized slogans—“ bad taxes,” “ exploita- 
tion,” “‘ colonialism,” ‘‘ too theoretical,” 
“ Japan is not America,” “ Japanese are 
not guinea-pigs,” and so on. The won- 
der is less that the Shoup program was 
modified drastically than that it has 
survived at all. 


45 Examples may be taken from the senior writer’s 
experience during the value-added tax controversy of 
1950, although it must be admitted that this tax is 
among the more difficult features of the Shoup sys- 
tem. (1) The distinction between value-added and 
turnover taxes failed to reach many potential tax- 
payers, who submitted exhibits of tax burden on a 
turnover-tax basis (i.e, without deduction of pur- 
chases from other firms). (2) The use of the value- 
added tax as a replacement for turnover and enter- 
prise taxes failed to reach potential taxpayers, who 
computed its burden gross without subtracting alter- 
native liabilities under the other taxes. (Considera- 
tion of shifting is almost unknown in such computa- 
tions.) (3) Left-wing writers treated the tax as a 
tax on payrolls (discriminatory against labor) ignor- 
ing the fact that interest and rent payments had been 
added to the base at the same time. (4) Newspapers 
presented the tax as discriminatory against them- 
selves, although they had been subject to the taxes it 
replaced and although the value-added tax in itself 
was as general as any other sales tax. (Cf. Nihon 
Keizai, Feb. 12, 1950.) 
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Concluding Comments 


The last section has moved us far 
afield from public finance and taxation, 
but we shall resume in these concluding 
comments a more restricted view to in- 
quire: What might SCAP and the Shoup 
group have done or avoided doing to in- 
crease the long-term fruitfulness of the 
Shoup Mission? Four main groups of 
possibilities suggest themselves, applica- 
ble in varying degrees outside the spe- 
cial circumstances of the Japanese Oc- 
cupation: 

1. The Mission should have been sum- 
moned earlier, before deterioration of 
relations between SCAP and the Japa- 
nese had set in. Or more generally, 
SCAP should have shown greater re- 
gard for Japanese public opinion, with 
special emphasis on the intellectuals. An 
earlier Mission would have found infla- 
tion less close to control, living stand- 
ards less close to recovery, and statistics 
less close to reliability than they were in 
1949, but these technical factors are in 
our opinion outweighed by the sociologi- 
cal ones. 

2. Seven Supermen could not draw 
up in five months a document of the 
length and scope of the Shoup Report 
without some technical defects. The 
Mission should have remained in Japan 
long enough to make the most pressing 
corrections on its own behalf. 

It is hardly reasonable to expect an 
entire Mission to stay in Japan much 
longer than the Shoup group did, con- 
sidering the other responsibilities of the 
members. Some arrangement might 
however have been feasible whereby two 
or three members (not always the same 
two or three) might have been in Japan 
over a substantial period after the sub- 
mission of the Shoup Report. If the 
Mission was too small to permit such in- 
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tellectual shuttle service, it might have 
been enlarged somewhat without sacri- 
fice of quality. One or more ranking 
Japanese economists or tax specialists 
with adequate knowledge of English, 
accepted as Mission members and equals 
of the Americans,*® might have been 
uniquely useful in this connection, being 
in Japan full time, acting as bridges be- 
tween the Mission and the Japanese, and 
sharing Professor Cohen’s burden as spe- 
cialist on Japanese institutions.** 

3. Any tax system designed by for- 
eigners is born with at least one strike 
against it, in a proud nation like Japan 
with its nationalist tradition. Any sys- 
tem designed exclusively by intellectuals 
and “ tax experts ” is born with another 
strike against it, in a country whose po- 
litical and business leaders expect a good 
share of the final decision in tax mat- 
ters. Had time permitted, the Shoup 
Report might have been more palatable 
if presented in the form of alternatives 
among which the Japanese themselves 
might choose (perhaps within limits). 
Only one of the alternatives need have 
been so revolutionary as the actual pro- 
posal, and the Japanese might have been 
left not only a choice between them but 
also a good deal of leeway in combining 
elements from two or more of them.** 


4. After SCAP had the Shoup Mis- 


46 The Mission utilized three Japanese economists 
as official advisers, but not Mission members: Profes- 
sor (now President) Hanya Ito (Hitotsubashi Uni- 
versity), Professor (now Emeritus) Saburo Shiomi 
(Kyoto University), and Professor Shigeto Tsuru 
(Hitotsubashi University). Shoup Report, vol. I, p. 


ill. 


471¢ is however uncertain whether recognized 
Japanese experts would have been willing to serve as 
responsible members of American-dominated Missions 
as late as 1949. They would almost certainly have 
been willing to serve two years earlier, almost cer- 


tainly unwilling to serve two years later. 


48 We owe this suggestion to our colleague, Pro- 
fessor Harold Groves of the University of Wisconsin. 
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sion advertised to the Japanese as pur- 
veyors of tax reduction, the jurisdiction 
of the Mission should have included 
some over-all aggregative recommenda- 
tions on the expenditure side of Japa- 
nese national and local budgets (insofar 
as the Japanese were to finance these ex- 
penditures themselves). Only by rec- 
ommending cuts in expenditures could 
the Mission have done what SCAP and 
the Japanese expected it to do. 

The Mission might also have been per- 
mitted representation in policy decisions 
on money, credit, and debt matters as 
well as taxation, since fiscal policy is in- 
volved with all these matters. This 


does not suggest broader extra-curricu- 
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lar jurisdiction for the tax specialist than 
for the monetary or labor or education 
specialist. It suggests rather that each 
specialist can operate most successfully 
when policy in allied sectors is not de- 
termined irrevocably behind his back.* 
This proposal would have supplemented 
the SCAP administration by exclusive 
jurisdictions over overlapping domains 
with a de facto Council of Economic 
Advisers or World Bank Mission, in 
which the tax specialist would have an 
important part to play. 

49 The desirability of agreement or compromise 
among specialists is an additional reason for giving 
more time for outsiders called in ad hoc (like the 


Shoup Mission) to integrate their work with that of 
other outsiders and with that of the resident staff. 





PRACTICABILITY OF UNIFORM DEATH 
AND GIFT TAX LAWS 


WILLIAM H. SAGER * 


THE BACKGROUND 


HE multifarious nature of Ameri- 

can state inheritance taxation prob- 
ably began in 1844 when Virginia im- 
posed an inheritance tax on collateral 
descendants at a flat rate of 2 per cent, 
without allowance of any exemptions or 
deductions. By this action Virginia be- 
came the second American state to im- 
pose a death tax, the first true state in- 
heritance tax law having been enacted 
by Pennsylvania in 1826... Thus by 
1844 two American states had enacted 
collateral inheritance tax laws on resi- 
dent decedents, and the multiplicity of 
laws among the states in this area of 
taxation had begun. 


Virginia’s enactment of an inherit- 
ance tax statute was followed by Mary- 
land in 1845, North Carolina in 1847, 
and Alabama in 1848. By 1885, (a key 
year in the history of American inherit- 


taxation) a dozen states had 
adopted an inheritance tax law. Six of 


ance 


* The author is Director, Division of Inheritance 
and Gift Taxes, Department of Taxation, Richmond, 
Virginia. 

This article is based upon a paper prepared for 
presentation to the Inheritance and Gift Tax Section 
of the Twenty-fifth Annual Meeting of the National 
Association of Tax Poland, 
Maine, June 3, 1957. 


Administrators, South 


1 To be technically correct, Louisiana was actually 
the second state to impose an inheritance tax law, 
but its law applied only to non-resident aliens. The 
Louisiana law was enacted in 1828, repealed in 1830, 
reenacted in 1842 and repealed again in 1877. The 
Pennsylvania statute, enacted in 1826, imposed a flat 
rate of 242 per cent on 
lateral heirs. 
$250. 


bequests received by col- 
It applied only to estates exceeding 
Later, the rate was increased to § per cent. 


these early taxes were probate duties or 
fees—in effect, non-proportional estate 
taxes. The other six were collateral in- 
heritance tax statutes. None had pro- 
gressive rates, and none provided for 
graduation according to the relationship 
of the beneficiaries to the decedent. 
These taxes yielded very little revenue, 
were not effectively administered, and 
generally were regarded as an imprac- 
ticable source of revenue. Many of 
these early inheritance tax statutes were 
declared unconstitutional or were re- 
pealed before the courts had the oppor- 
tunity to pass on them. 

Thus the early practice of the Ameri- 
can states in the area of death taxation 
gave an indication or forewarning of 
the confusion that was to follow when 
inheritance taxation finally assumed a 
more prominent place in the states’ fis- 
cal systems. The new era for the de- 
velopment of state inheritance taxation 
began in 1885 when the State of New 
York enacted a carefully drafted in- 
heritance tax law which also provided 
for effective administration. The New 
York statute provided for a tax of § 
per cent on the shares of real and per- 
sonal property received by collateral 
heirs. It provided also for a tax upon 
the distribution of property in the es- 
tates of non-resident decedents. In 
1891, the New York law was amended 
to apply to direct heirs. In general, the 
success of the New York statute in- 
spired other states to follow in the field 
of inheritance taxation. 
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North Carolina (in 1901) and Wis- 
consin (in 1903) enacted state inherit- 
ance tax laws, both of which eliminated 
some of the objectionable features of 
the New York law. These states were 
the first to provide for graduated rates 
according to the amount of the estate 
transferred, classified in accordance with 
the degree of relationship between the 
beneficiary and the decedent. 

When the federal estate tax was 
adopted in 1916, 43 states had some 
form of inheritance taxation.” As a re- 
sult of the Federal Revenue Act of 1924 
(providing for a credit up to 25 per 
cent of the federal estate tax on pay- 
ments of state death taxes) and the 
Revenue Act of 1926 (which raised the 
federal credit to 80 per cent), state in- 
heritance taxation was further encour- 
aged so that the several states which 
previously levied no death taxes adopted 
such a levy in order to absorb the fed- 
eral credit. 

The present status of the various state 
levies of death taxes may be described 
as follows: 


1. States levying an inheritance tax 
and also a differential estate tax de- 
signed to absorb the full federal credit. 
In some recent cases, the year of enact- 
ment of the state statute to absorb the 
federal credit is given. 


Montana 
Nebraska 

New Hampshire 
New Jersey 
New Mexico 
North Carolina 
Ohio 
Pennsylvania 
South Carolina 


Tennessee 


California 

Colorado 
Connecticut 
Delaware 

District of Columbia 
Illinois (1949) 
Indiana 

Idaho (1955) 

Iowa 

Kentucky 


2 Forty-two of the states had inheritance taxes 
based on a classification of heirs; one state had an 
estate tax. 
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Texas 

Vermont 
Virginia 
Washington 
Wisconsin 
Wyoming (1951) 


Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Missouri 


2. States levying an estate tax de- 
signed to absorb only the full federal 
credit. 


Alabama 
Arizona 
Arkansas 
Florida 


Georgia 
Mississippi 
New York 


3. States which levy an inheritance 
tax only and do not absorb the full fed- 
eral credit. 


South Dakota 
West Virginia 


4. States which levy an independent 
estate tax. 


North Dakota 
Utah 


5. Other variations. 


(a) Inheritance and independent estate 
tax: Oregon. 

Independent and differential estate 
tax: Oklahoma. 

Inheritance, independent and differ- 
ential estate tax: Rhode Island. 

No death tax: Nevada. 


(b) 
(c) 
(b) 


EXPERIMENTS TO ACHIEVE UNIFORMITY 


The promotion of uniformity among 
the laws of the various jurisdictions is 


unquestionably desirable. Where laws 
are uniform, no one state gains an ad- 
vantage over others and residents of all 
states are treated equally. 
Unfortunately, however, uniformity 
has been slow to develop in the area of 
fiscal legislation. Inheritance taxation, 
for example, has been described as a fer- 
tile field for uniform state legislation,’ 


3 (See next page) 
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but the practical aspects of the compli- 
cated problems involved have tended to 
overcome moves in this direction. Pro- 
posals for uniform state laws which 
would affect state revenues or fiscal sys- 
tems quickly encounter opposition, usu- 
ally political in character. Each state is 
extremely jealous of the powers it re- 
gards as fundamentally inherent in a 
sovereign government; and of these 
powers the power to tax is probably the 
most zealously guarded. Consequently, 
uniformity of legislation, though ad- 
mittedly more desirable than mandatory 
federal legislation, is apt to be regarded 
as undesirable where it touches a state’s 
fiscal policy. Thus, the attainment of 
uniformity in tax laws yields to the 
concept of superior states’ rights. 


Model or Uniform Acts 
The National Tax Association. The 


desire for interstate uniformity for in- 
heritance taxation has been evident for 
more years than most of us would sus- 
pect. 

Probably the earliest committee in 
this field was appointed in 1908 by the 
National Tax Association, although in 
1902 the Commissioners of Uniform 
State Laws appointed a committee on 
uniform taxation. The committee of 
the National Tax Association reported a 
Model Inheritance Tax Law in 1910.* 
The proposed model law provided for 
an inheritance tax graduated according 
to relationship of the beneficiary to the 


decedent, and for progression in rate 





3 See generally the Symposium on State Inheritance 
and Estate Taxation, 26 lowa Law Review 449, ef 
seq., (March 1941), a collection of papers and notes 
devoted to the principal substantive and administra- 
tive problems of American state death and gift tax- 
ation. 


4 Proceedings of the Fourth Annual Conference, 
National Tax Association, Vol. IV (1910), p. 279- 
290. William H. Corbin, Tax Commissioner of Con- 
necticut, was chairman of the committee. 
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structure. The tax was to be imposed 
on the transfer of tangible property 
wherever located and on_ intangible 
property by the state of the decedent’s 
residence. The law was a relatively 
simple one, and in 1911 New York 
amended its law to adopt many of its 
features.” 

In September 1924, a committee to ex- 
plore the possibilities of a uniform death 
tax (subsequently referred to as the 
“Committee of Nine”) was appointed 
at the seventeenth conference of the 
National Tax Association held at Wash- 
ington, D. C. The Committee of Nine 
met and reported at the Second Annual 
Conference on Inheritance Taxation at 
New Orleans in 1925. The committee 
report covered 92 pages, and the Com- 
mittee agreed unanimously to the fol- 
lowing recommendations: ° 


1. Inheritance taxes should be substan- 
tially uniform throughout the United 
States. 

Inheritance tax laws and rates should 
be stable. 

Inheritance tax rates should be mod- 
erate. 

The federal estate tax should be re- 
pealed to take effect six years from 
date of repealing act. 

The federal estate tax rate structure 
should be revised downward. 

The credit provision of the federal 
estate tax law should be extended to 
allow a credit for all inheritance taxes 
paid to the several states up to 80 per 
cent of the federal tax. (The credit 
was 25 per cent at this time in 1925). 
The federal gift tax should be abol- 
ished. 


5 Proceedings of the Fifth Annual Conference, Na- 
tional Tax Association, Vol. V (1911) p. 301. 

6 Report of the National Committee on Inherit- 
ance Taxation to the National Conference on Estate 
held at 


Louisiana, November 10, 1925. 


New Orleans, 
The Resolutions of 
the Second National Inheritance Tax Conference are 
reprinted in the Bulletin of the National Tax Asso- 
ciation, Vol. XI, No. 3, December 1925. 


and Inheritance Taxation, 
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The desirability of substituting an 
estate tax law for the succession tax 
laws generally existant in most of 
the states. 

Abandonment of multiple taxation 
of the same property by the several 
states. 

The taxation of intangible personal 
property only by the state of domi- 
cile of the decedent. 


Probably the most important recom- 
mendations were those dealing with mul- 
tiple taxation, particularly in connec- 
tion with intangible personal property, 
and the reciprocity features thereof, and 
the recommendations for an estate tax 
plan in lieu of a succession tax plan. 
The committee was impressed with the 
simplicity of the estate tax plan, par- 
ticularly as it avoided the complicated 
and vexatious problems of inheritance 
taxation upon life tenants and remain- 
dermen. Simplicity and speed with 
which estates could be settled was re- 
garded as one material advantage of the 
estate tax plan. Uniformity of rates 
among the states was cited as the sta- 
bilizing influence of death taxation. 

The National Conference of Commis- 
sioners on Uniform State Laws. The 
National Conference of Commissioners 
on Uniform State Laws appointed a 
Committee on a Uniform State Inherit- 
ance Tax Act which reported to the 
Conference at its Thirty-fifth Annual 
Meeting in 1925. This committee pre- 
sented its first tentative draft of a Uni- 
form Inheritance Tax Act.’ The pro- 
posed draft was a successions tax plan. 
It proposed to tax property transmitted 
by will or intestacy, transfers in con- 
templation of death (three year statu- 
tory presumption), transfers to take ef- 
fect in possession or enjoyment at or 


7 Handbook of the National Conference of Com- 
missioners on Uniform State Laws, (1925), p. 1045. 
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after death, joint interests and tenancies 
by the entireties, and property trans- 
mitted by exercise or relinquishment of 
a power of appointment. It provided 
for rate graduation dependent upon re- 
lationship and progressive rate struc- 
ture. It provided a method for the 
valuation of future interests and limited 
estates and for postponement of the tax 
on contingent and defeasible estates 
until the persons entitled should come 
into beneficial enjoyment or possession. 

More important than its substantive 
law features were its provisions for a 
pattern of simple uniform inheritance 
tax administration. The Uniform Act 
probably represents a singular effort to 
achieve a semblance of uniformity in 
the characteristics of the tax adminis- 
trator and his functions. The multi- 
formity of inheritance tax administra- 
tion appears unique among the various 
taxes administered by states. The Uni- 
form Act would have centralized ad- 
ministration in a State Tax Commission, 
or Commissioner, or other central 
agency. 

The draft of the Uniform Act was a 
desirable step in the proper direction. 
Its effect, however, was short-lived. 
The draft, upon recommendation of the 
drafting committee, was referred back 
to the whole committee with the resolu- 
tion that the Committee on the Uniform 
State Inheritance Tax Act confer with 
the National Tax Association and Na- 
tional Conference on Inheritance and 
Estate Taxation with a view to coopera- 
tion in the preparation of a Uniform 
Inheritance Tax Act.® 

In 1928, the Committee on the Uni- 
form State Inheritance Tax Act re- 
ported to the Conference that “it was 
almost a hopeless task to attempt to pre- 


81d. p. 100. 
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pare any law dealing with taxation or 
any phase of taxation and have it 
adopted in many of the states”’.” The 
conflict between the succession tax plan, 
recommended in the Uniform Act, and 
the estate tax plan, recommended by 
the Committee of Nine, resulted in a 
serious deadlock between the two or- 
ganizations. The Conference of Com- 
missioners on Uniform State Laws had 
previously decided, in 1926, that it 
would not approve the recommendation 
of the Committee of Nine for an estate 
tax plan. The National Tax Associa- 
tion indicated its avowed intentions to 
oppose any uniform act based on the 
succession tax plan. Consequently, the 
Committee on the Uniform State In- 
heritance Tax Act felt that “it would 
be utterly hopeless for us to attempt to 
prepare and attempt to have adopted a 
general act dealing with the whole sub- 
ject of State Inheritance taxation ”.’° 
The Committee therefore recommended 
that the Conference of Commissioners 
on Uniform State Laws abandon the at- 
tempt to prepare a Uniform State In- 
heritance Tax Act which could deal 
with the entire subject of inheritance 
taxation, and instead confine its work to 
the preparation of a Uniform Recipro- 
cal Transfer Tax Act.’’ Thus termi- 
nated the one major effort to institute a 
uniform inheritance tax statute. 


The Use of the Federal Credit 


The use of the federal credit as a de- 
vice to coordinate federal and state taxes 
has been fairly successful. The tax 
crediting device has been used in two 
areas—death taxes and payroll taxes. It 

9 Handbook of the National Conference of Com- 
missioners on Uniform State Laws, (1928), p. 39. 

10Td., p. 42. 


11 Handbook of the National Conference of Com- 
missioners on Uniform State Laws, (1927), p. 78. 
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has probably been more successful in 
payroll taxation '* than in death taxa- 
tion because the crediting device in the 
field of death taxation is subject to 
limitations and imperfections. When 
the crediting device was adopted in 
1924, it was hoped that the credit would 
ultimately lead to uniform practices in 
death taxation among the states. At 
that time the permissible credit was 25 
per cent of the federal tax. In 1926, 
the credit was raised to a maximum of 
80 per cent of the federal tax.’* The 
1926 provision was clearly designed to 
preserve for the states a clear dominance 
and superiority over the federal govern- 
ment in the field of death taxation. It 
was generally expected that the credit- 
ing device would provide an incentive 
for universal and uniform state death 
taxation. The expectation, however, 
did not wholly materialize. Universal 
state death taxation was almost fulfilled, 
Nevada being the only state without a 
death tax. However, the once prevail- 
ing hope that the credit would lead to 
uniform death tax practices has not 
been realized. “The credit has been 
fairly effective in the elimination of in- 


12 The federal government, in its belief that un- 
employment insurance compensation could be better 
administered by the states directly, and in order to 
induce the states to pass unemployment compensation 
laws, provides a credit allowed for the amount of 
contributions with respect to employment during the 
taxable year paid to a state unemployment fund es- 
tablished under approved state law. The credit to 
payments to state unemployment funds is limited to 
a maximum of 90 per cent of the federal tax. I. R. C. 
(1954), Chapter 23, Sec. 3302. See also Alexanders’ 
Federal Tax Handbook (1957) Sec. 3125, ef seq., 
Michie & Co., Charlottesville, Va. 


13 Section 301 (c) 1926 Revenue Act, codified in 
I. R. C. of 1939, Sec. 813 (b). It originated in 
1924 as Sec. 301 (b) of the Revenue Act of 1924. 
In State of Florida v. Mellon, 273 U. S. 12, (1927) 
the Supreme Court held that the crediting provision 
of the federal statute did not keep the federal tax 
from being uniform and did not render the tax un- 
constitutional. 
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terstate competition, but it has failed to 
mitigate the conspicious problems of 
dual administration, multiple taxation, 
and excessive diversity that characterize 
our overlapping system of death taxa- 
tion.” *4 

Recommendations. Traditionally, the 
states have a paramount claim to rev- 
enues accruing from death taxation. 
The reasons are varied, but one fact is 
important, that the states were first in 
this field of taxation. The state death 
tax, however, has generally proved ex- 
pensive and otherwise unsatisfactory 
from an administrative standpoint. 
State death tax practices show consider- 
able diversity and multiple taxation on 
account of double domicile and location 
of evidences of intangibles. There still 
remains some vestige of interstate com- 
petition among the states in the matter 
of domicile of wealthy individuals. In 
the area of more modest estates—those 
which do not exceed the federal exemp- 
tion or are not subject to the federal 
credit, and which the states themselves 
must tax under their respective laws— 
we find the states functioning with 
varying degrees of thoroughness. Fi- 
nally, it must be recognized that state 
death tax revenues are highly concen- 
trated in a few states. Nine of the 
states that levy a state death tax collect 
some three-fourths of the total state 
death tax revenues. 

In spite of this background, the fed- 
eral credit can be an acceptable device 
for coordination in the field of death 
taxation, as originally intended. The 
device can, and should be, amended to 
accomplish wider objectives than were 
originaliy visualized when the federal 
law was amended and re-enacted in 

14 Intergovernmental Fiscal Relations, Vol. Il, Re- 


port: Summary (unpublished); Washington, D. C., 
Treasury Department, 1943, pp. 92-96. 
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1926. Suggested recommendations may 
be summarized as follows: '* 


1. The federal government should remain 
in the death tax field. 
The federal government should allow 
the credit for state death taxes to be 
increased to 50 per cent of the total 
federal estate tax. 
Provision should be made for state 
participation in the federal gift tax. 


These recommendations, which have 
as their basis the modernization of the 
crediting device, would enable the states 
to restore their rightful positions in the 
field of death taxation. Most of the 
states would unquestionably gain rev- 
enue-wise. Uniformity would still be 
lacking, however, and noticeably so, in 
those jurisdictions which tax estates that 
are too small to come within the pur- 
view of the federal credit. Of course, 
the federal exemption could be reduced 
to a purely nominal amount, say, 
$20,000, or $25,000, thus subjecting a 
larger number of estates to the tax. 
Uniformity could then be achieved by 
total reliance on the credit and abandon- 
ment of the inheritance tax schedule. 
It is recognized, however, that this plan 
would probably meet with intense op- 
position in some states. 

The greatest weakness of the credit- 
ing device appears to be that it requires 
dual administration. Of course, it may 
be suggested that the federal govern- 
ment assume the task of determining 
taxpayers’ liability to the states, but such 
a plan would undoubtedly give rise to 
questions concerning the jurisdiction of 
states to tax. If the federal govern- 
ment were to assume responsibility for 


15 See generally, The States’ Stake in the Federal 
Death Tax Credit, a paper presented before the 
Twenty-fourth Annual Conference of the National 
Association of Tax Administrators, Cleveland, (1956), 
by William Kingsley, Deputy Director, New Jersey 
Division of Taxation, Trenton. 





No. 4] 


the determination of taxpayer liability, 
the estate tax would take on the char- 
acteristics of a “shared tax” and the 
use of the shared tax would undoubt- 
edly bring about uniformity. The 
basis of taxation would be uniform 
throughout the country; the taxpayer 
would file a single estate tax return with 
the federal government, whose agents 
would make the tax computation. A 
number of inequities would be removed, 
and the possibilities of double taxation 
on account of domicile or situs of in- 
tangibles would disappear. Overlap- 
ping administration would be curtailed. 

The federal government, however, has 
never experimented with the “ shared 
tax” device. There are serious obstacles 
to such proposals, not the least of which 
are the traditional sentiments for states’ 
rights and the growing fear of a cen- 
tralized federal government. 


The Indirect Approach to Uniformity 


Another approach to uniformity in 
inheritance taxation is simply to at- 
tempt to achieve indirectly what has 
not been achieved directly. As indi- 
cated, efforts toward uniform estate or 
inheritance tax laws have not been 
totally successful. The crediting device 
adopted by the federal government in 
the estate tax has been moderately suc- 
cessful, but the uniformity which its 
sponsors predicted has not materialized. 
The current movement towards uni- 
formity may be described as indirect, 
that is, a concerted effort to enact uni- 
form or model laws which touch on a 
particularly troublesome and localized 
area or subject within the field of estate 
or inheritance taxation; it does not at- 
tempt to legislate the entire field of 
death taxation. 


Probably the first move in this direc- 
tion was that of the Commissioners on 
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Uniform State Laws, who, when they 
abandoned the proposed uniform succes- 
sion tax plan in 1927, recommended that 
their work be confined to the prepara- 
tion of a Uniform Reciprocal Transfer 
Act. Eventually this act was approved 
by the Conference,'® and by 1955, 20 
states and territories had adopted it. 

Two additional Acts proposed by the 
Conference in 1943, which have tended 
to reduce greatly the multiple aspect 
of death taxation, are the Interstate 
Compromise of Death Taxes Act and 
the Interstate Arbitration of Death 
Taxes Act. Twenty-six jurisdictions 
have thus far seen fit to enact one or the 
other of these Acts; their main advan- 
tage is clearly to lessen a vexatious prob- 
lem of territorial multiple taxation. 
While double domicile cases are rare, 
they are conspicuous because they in- 
volve large estates and hence attract 
more attention than they deserve. The 
attendant publicity is unfavorable to 
the state and the tax involved." 

The Uniform Principal and Income 
Act, drafted in 1931 and adopted by 20 
states, serves the useful purpose of 
clarifying some of the complex distinc- 
tions between what is corpus includible 
in the decedent’s estate for inheritance 
taxes and what is income to be included 
for income accountability of the fiduci- 
ary or for income taxes in those states 
which assess fiduciary income taxes. 

The Uniform Simultaneous Death 
Act, proposed in 1940 and amended in 


16 Handbook of the Conference of Commissioners 
on Uniform State Laws, (1928). 


17 Probably the two best known cases are those of 
Dorrance’s Estate, 309 Pa. 151; 115 N. J. Eq. 268 
and 287 U. S. 660, under the style of Dorrance v. 
Pennsylvania; and the famous Edward H. R.- Green 
case considered by the Supreme Court in Texas v. 
Florida, 306 U. S. 398. Twelve states have enacted 
the Interstate Arbitration of Death Taxes Act, while 
14 states have enacted the Compromise of Death 
Taxes Act. 
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1953, has proven extremely popular. It 
has been enacted by 43 states and has 
influenced some jurisdictions in the type 
of tax credit or deduction allowable on 
property previously taxed for inherit- 
ance or gift tax purposes. 

The National Conference is now en- 
gaged in drafting a Uniform Estate Tax 
Apportionment Act. The Act was first 
considered by the Conference at its 
1952 meeting. The Conference notes 
that nearly one-half of the states now 
have apportionment acts. “ Besides the 
general benefit to testators and attorneys 
of uniformity in this field, there is a 
distinct advantage in a uniform law 
with a reciprocity provision, because 
frequently a beneficiary of an inter 
vivos transfer taxable to the transferees 
estate resides in a jurisdiction different 
from the domicile of the decedent.” '* 


SUMMARY AND CONCLUSION 


If uniformity is to be achieved, the 
basis of the tax should be uniform from 
one state to another. Uniformity does 
not imply identity of rate structure, 
but it does imply identity of the tax 
basis. Uniform laws may be distorted 
by administrative regulations or judicial 
constructions, but this is far less likely 
to occur than if the statutes were dis- 
similar. 

The advantages inherent in uniform- 
ity of taxation, regardless of the type of 


18 Handbook of the Conference of Commissioners 
on Uniform State Laws, (1956), p. 247. Other Uni- 
form or Model Acts touching indirectly the field of 
inheritance taxation, which may be mentioned in 
passing, include the Model State Tax Court Act 
(recommended to the Conference of Commissioners 
on Uniform State Laws by the American Bar Asso- 
ciation in 1955), the Gifts to Minors Act, the Fed- 
eral Tax Lien Registration Act, the Reciprocal Rela- 
tions in Respect to Death Duties in Non-Resident 
Estate Act (Va. Code, Sec. 58-210 through 58-217), 
the Uniform Ancillary Administration of Estates Act, 
the Uniform Probate of Foreign Wills Act, and the 
Uniform Fiduciaries Act. 
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tax, are too numerous to warrant repe- 
tition. The questions remain: “ Is uni- 
formity practical? How can competi- 
tive and overlapping inheritance tax 
systems be avoided? How can uni- 
formity, if practical and desirable, be 
achieved? ” 

Uniformity is unquegtionably desir- 
able, but its achievement is almost im- 
possible under our system of sovereign 
state government. A model or uni- 
form act which will establish a basis 
for taxation and administration, leaving 
each state free to adopt its own rate 
structure, would probably be more de- 
sirable and acceptable to more states 
than any other method. The obstacles, 
however, are just as substantial today as 
they were in 1925 and 1926 when Com- 
mittees of the National Tax Association 
and the National Conference of Com- 
missioners on Uniform State Laws met 
respectively to consider a 
statute. 

The federal crediting device has been 
partially successful, but not to the de- 
gree originally visualized by its advo- 
cates. The crediting device is capable 
of wider acceptance if amended to pro- 
vide a larger credit for the states, and if 
made applicable to a wider range of 
estates.” 


uniform 


Uniformity achieved by means of a 
shared tax, that is, centralized federal 
administration with distribution to the 
states, would probably be most objec- 


tionable. The states would look with 
disfavor on the efforts of the central gov- 
ernment to serve as a collecting agency. 


19 Only a relatively small proportion of the adult 
deaths in the United States results in federal estate 
tax liability. In 1951, for example, only 18,941 tax- 
able estate tax returns were filed compared with 
about 1.3 million adult deaths in that year. The 
Federal Revenue System Facts and Problems, Joint 
Committee on the Economic Report, U. $. Govern- 
ment Printing Office, Washington, D. C. 1956, 
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Traditional sentiment for states’ rights 
and the fear of a centralized govern- 
ment militate against a system of shared 
taxes. 

To a limited extent uniformity may 
be achieved: by the “ indirect method ”, 
that is, the enactment of uniform state 
laws dealing with specific aspects of 
death and gift taxation; by cooperation 
and exchange of information between 
state governments and agreements to 
eliminate conflicts in undesirable areas; 
by judicial interpretations, particularly 
those of the United States Supreme 
Court, although the latter’s decisions do 
not always tend toward uniformity; 
and finally, by constant improvement 
and refinement in the laws of each par- 
ticular state, so that its statutes may be 
viewed as the ‘‘ model ”’ laws in the field 
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of death and gift taxation, to be emu- 
lated by other states. 

To achieve interstate tax uniformity 
in the field of death and gift taxes 
would be an accomplishment of the 
highest order. However, prospects of 
the employment of any single device to 
achieve this desirable goal are quite 
slender. The problem is beset with in- 
herent difficulties, some of which lie 
deeper and possess more importance than 
the achievement of the goal itself. The 
lack of complete uniformity should not 
discourage the individual states, but 
rather spur them on to more efficient 
fiscal administration of present laws, 
with a constant view to improvement 
within the framework of their own in- 
dividual economic, political, and social 
requirements. 





SOME PROBLEMS OF TAX POLICY IN 
LATIN AMERICA * 


JOSEPH FROOMKIN 7+ 


HE influence of the United States 

on its southern neighbors in the field 
of cultural and economic affairs is being 
increasingly felt in the area of tax pol- 
icy. This increased influence has been 
more pronounced lately than ever be- 
fore because of the impact of United 
Nations’ U.S.-staffed missions, and tech- 
nical delegations from the United States 
to various Latin American countries. 
Currently, the most frequently discussed 
issues in tax policy relate to the encour- 
agement of domestic business investment 
and thus parallel, to a certain extent, 
the concerns manifested in the 1954 re- 
vision of the Internal Revenue Code. 
For instance, the last survey of the Eco- 
nomic Commission for Latin America 
discussed at great length depreciation 
deductions as a method for encouraging 
investment. * 

Tax incentives have been emphasized 
increasingly since Latin Americans have 
become more and more convinced that, 
in some instances, the adverse effects of 
state intervention outgrow its advan- 


* Part of the research and writing of this paper 
was done under the auspices of the International Pro- 
gram in Taxation of the Law School of Harvard 
University, as a part of a project on Incentives for 
Domestic Capital Formation in Latin America. Re- 
search on tax incentives in Latin 
America was suggested to the writer by Dr. H. S. 
Bloch of the United Nations Secretariat. Neverthe- 
less, the opinions expressed in this essay do not neces- 
sarily represent those of any organization. 

t The author is an economist with the Aeronautical 
Research Foundation. 
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1 United Nations, Economic Commission for Latin 
America, Economic Survey of Latin America 1955, 
New York: 1956, pp. 150 ff. 


tages.° Hence, this short review of in- 
centive devices tries to put them in the 
context of Latin American conditions, 
and attempts to point out areas where 
indigenous measures may have as much, 
if not more, success than measures pat- 
terned on the experience of the United 
States. Of course, before any attempt 
is made in Latin America to adopt or 
adapt United States innovations in tax 
policy, a careful analysis should be made 
of the economic dissimilarities between 
the two areas and the differences in their 
tax systems. 


The Economic Situation 


In order to highlight these differences 
and present them in more specific terms, 
the scope of the present essay is limited 
to legislation and conditions in five of 
the twenty-three Latin American re- 
publics. These five countries—Argen- 
tina, Brazil, Chile, Colombia, and Mex- 
ico—contain roughly 30 per cent of the 
population of Latin America and are 
among the richer and more developed 
economies in that area. The reason for 
the exclusion of export economies from 
this discussion is the truly insignificant 
role which direct taxes play in their 
revenue systems. Even among the more 
advanced countries selected for exami- 
nation, income and profits taxes, the 

2 United Nations, Department of Economic Affairs, 
Domestic Financing of Economic Development: 
Methods of Increasing Domestic Savings and Ensuring 


Their Most Advantageous Use for the Purpose of 
Economic Development, New York: 1950, p. 91. 
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mainstay of a direct tax system, account 
for only one-fourth of the total reve- 
nues of Mexico and Chile and about 
one-third of the total revenue of Ar- 
gentina, Brazil, and Colombia. * 

Each of these countries has suffered 
from consierable inflation since the end 
of World War II. For instance, prices 
in Chile in 1954 were six times as high as 
in 1946; in Argentina and Brazil prices 
increased four times, and they more 
than doubled in both Colombia and 
Mexico. The price rise in all of these 
countries was occasioned by govern- 
ment deficits and a relatively easy money 
policy. Credit expansion, it is estimated, 
could have financed between 15 per 
cent and 20 per cent of gross capital 
formation in Mexico and Colombia, and 
between 35 per cent and 40 per cent of 
gross private capital formation in Brazil 
and Chile in the early ’fifties. In ad- 
dition, government in those countries 
undertook heavy investment expendi- 
tures; these expenditures are estimated 
to have amounted to as much as one- 
third of the gross investment in Mex- 
ico, one-fifth in Brazil, and one-tenth 
in Chile and Colombia. 

The general tenor of credit policy has 
favored the profit-receiving sector, since 
installment consumer credit does not 
play an important role in Latin America. 
Furthermore, government outlays for 
railroads, electric power plants, and the 
like, reduced the requirements for in- 
vestment by private entrepreneurs. Also, 
in the case of Argentina, Brazil, and 
Chile, exchange controls favored the 
importation of capital goods through 
the allocation of foreign exchange at 
very low rates. The extent of the sub- 
sidy of capital goods, as of 1952, 
amounted to between 33 per cent and 
§0 per cent of the cost of these assets, 


3 Economic Survey, op. cit., Table 23, p. 141. 
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calculating the cost of foreign exchange 
at the “ free” or “least preferred ” rate. 


In addition, the tariff policy of most 
Latin American countries is highly pro- 
tectionistic. For example, Mexican pol- 
icy for the promotion of domestic indus- 
try has relied heavily on a high tariff.* 
On occasion, unjustifiably high tariffs 
have swelled profits of industrialists; in 
Colombia, for example, an industry with 
costs of production slightly higher than 
that of a foreign producer of equivalent 
articles was able to dispose of its prod- 
ucts at prices two or three times as high 
because of tariff protection.° 


Direct Taxes 


An exact calculation of the share of 
profits mopped up by income and profits 
taxes cannot be given for any of the 
countries in Latin America, since neither 
tax receipts nor national accounts are 
broken down in sufficient detail. Nev- 
ertheless, some estimates of magnitude 
can be derived for Chile, Colombia, and 
Mexico. As of 1952, about 10 per cent 
of the income of all profit receivers was 
collected in the form of income and 
profits taxes in Chile. The corporate 
sector paid between 16 and 20 per cent 
of its total income in income and ex- 
cess profits taxes.° In Mexico, income 
and excess profits taxation are estimated 
to have absorbed roughly 10 per cent 
of the income of the profit- and rent- 
receiving sector in 1950‘; the tax bur- 
den of some 9000 firms engaged in in- 
dustry and commerce was somewhat less 
then 26 per cent of net income, as cal- 

4Henry C. Aubrey, “ Mexico: Rapid Growth,” 


Economic Development, Prentice Hall, New York: 
1954, p. 526. 


5 W. O. Galbraith, Colombia, Royal Institute of 
International Affairs, London: 1953, p. 109. 


6 Unpublished estimates of the Ministry of Finance. 


7 The Economic Development of Mexico, p. 343. 
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culated for income tax purposes.” In 
Colombia, during 1952, about 1 per 
cent of personal disposable income was 
paid in income taxes, while the total in- 
come tax bill of the corporate sector 
was estimated at somewhat less than 30 
per cent of corporate revenues.” 

There is little evidence that direct 
taxes have inhibited investment to date. 
Even in those countries where the tax 
burden is highest, competent observers 
have not found that the influence of taxes 
on the over-all level of investment or 
the supply of savings is severe. Nor 
have these observers found that the ef- 
fect of the taxes on profit margins has 
reduced the willingness to invest.’° Tax 
incentives may only have relevance, 
then, to some future period when direct 
taxes have been increased. This is prob- 
ably not too far in the future, especially 
since a number of these governments 
would like to have income taxes play a 


more important part in their tax sys- 


tems. They are progressive enough to 
wish to impose higher burdens upon 
large income-receivers; at the same time, 
however, they would like to lighten the 
burden upon persons and companies 
who invest a large share of their income 
in endeavors which are likely to increase 
employment and output. 

Although it is likely that taxes could 
be raised considerably without much ef- 
fect on domestic investment incentives, 


8 Secretaria de Hacienda y Credito Publico, Direc- 
cion General de Impuesto sobre la Renta, Ley del 
Impuesto sobre la Renta y Su Reglamento, “ Esta- 
disticas del Impuesto sobre la Renta,” Mexico. D.F., 
1954, 


® Colombia, Ministry of National Economy, unpub- 
lished statistics. In the United States in 1953, 11 
per cent of the personal disposable income was col- 
lected in income taxes, while the corporate tax rate 
was $2 per cent for large corporations. 


10 The Basis of a Development Program for Co- 
lombia; Report of a Mission headed by Lauchlin 
Currie, IBRD, Washington, D. C., 1950, p. 264. 
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the governments concerned have often 
indicated that it would be desirable to 
effect a reform of their assessment sys- 
tems simultaneously with increases in 
rates. Currently, income and profits 
tax statutes in Latin America suffer 
from an unsatisfactory definition of tax- 
able income. This area of United States 
legislation may well deserve imitation, 
particularly the definition of income by 
exclusion and the capital gains legisla- 
tion. 

One of the biggest loopholes in the 
income tax legislation of most Latin 
American countries is the favorable 
treatment meted out to profits from the 
sale of movable property. Since recur- 
rence, or periodicity, is considered to be 
one of the essential characteristics of in- 
come for tax purposes, Brazil, Chile, 
Colombia, and Mexico fail to tax fully 
the proceeds of occasional sales of prop- 
erty. In Colombia and Mexico, only 
profits from the sale of depreciable prop- 
erty are subject to an income tax. In 
this latter country, a tax of 20 per cent 
on occasional Commercial transactions is 
a dead statute. In Chile, profits from 
the sale of immovables are specifically 
exempt, and in Brazil, cumbersome leg- 
islative enactments to tax transfers of 
real estate have been completely ineffec- 
tive. Only in Argentina is there a full- 
fledged capital gains tax, and that, at 
least until recently, has been spottily 
administered. Thus, governments which 
have been paying lip service to the pro- 
motion of productive investment and 
the discouragement of speculation have 
hitherto failed to discourage speculation 
through taxation because of an unwill- 
ingness or inability to introduce capital 
gains taxation. 

Concurrently, these same govern- 
ments, interested in promoting industri- 
alization, have often been taxing returns 
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from capital-intensive endeavors at a 
higher rate than those from other sources. 
For instance, in Brazil, Chile, and Mex- 
ico, income from the least capital-in- 
tensive sector, namely agriculture, is 
taxed at much lower rates than income 
from other business endeavors. Agri- 
cultural incomes are exempt from sched- 
ular taxes in Brazil and Chile, a tax 
advantage of 20 per cent compared with 
income from manufacturing in the lat- 
ter country. In Mexico, agriculture 
benefits from a 50 per cent rebate in 
the rates as compared to commerce and 
industry. In the other two countries, 
Argentina and Colombia, administra- 
tive practices with respect to agricultural 
incomes serve to decrease the burden of 
this sector de facto if not de jure. The 
same administration procedures serve to 
lighten even further the burdens of 
agricultural taxation in the other coun- 
tries. 

Most tax administrations in Latin 
America assess income from agriculture 
on the basis of some fixed percentage of 
the value of the property. This method 
is generally used even in the absence of 
specific legislation. In Brazil, for in- 
stance, the annual value of an agricul- 
tural enterprise is estimated at 5 per 
cent of its net worth. If improvements 
cannot be valued, they are arbitrarily 
set at 10 per cent on the assessed valua- 
tion of land. In Chile, the income of 
agricultural property is presumed to be 
10 per cent of the assessed valuation. 
Mexico also uses presumptive assessments 
for tax purposes based on gross receipts. 
In practice, whenever adequate records 
are not available, the assessed valuation 
is used to determine the tax due in prac- 
tically all Latin American countries. 

The practice of estimating agricul- 
tural income on the basis of the assessed 
valuation of property has been an im- 


LATIN AMERICA 373 


portant cause for the underassessment 
of the income tax in that sector of the 
economy. Assessed valuations of prop- 
erty have lagged considerably behind 
prices in most Latin American coun- 
tries, and as a result of the lag, income 
recipients in the agricultural sector have 
been able to reduce their tax liability in 
comparison with other income recipi- 
ents, even more than is provided in 
the law. 

An especially undesirable instance of 
tax reduction occurs in those countries 
where income from both urban and 
rural property is assessed on a presump- 
tive basis, with the presumption based 
on the assessed valuation. This practice 
has contributed to the attractiveness of 
investment in urban real estate. 

Although in many countries the in- 
comes (profits) of industrial concerns 
are also assessed presumptively, the pre- 
sumption is more often based on gross 
sales, which can be more readily ad- 
justed upward with every move in the 
price level. Thus industrial enterprises 
are not only subject to higher rates in the 
majority of Latin American countries, 
but they are also treated less favorably 
with respect to the estimation of taxable 
income. 

The tax burdens of industrial enter- 
prises are even further increased by the 
operation of excess profits taxes in a 
number of Latin American countries. 
Generally, the excess profits tax specif- 
ically exempts agricultural enterprises, 
and, in practice, it has only a slight im- 
pact upon the income of traders. The 
bulk of this tax is paid by persons en- 
gaged in manufacturing. The explana- 
tion for this distribution of the excess 
profits tax burden must be sought again 
in the method of administration. The 
practice of presumptive assessments, 
based upon apparent signs of wealth 
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favors the agriculturalist and the trader 
and operates to the disadvantage of the 
industrialist who cannot hide his ma- 
chinery, plant or equipment. Especially 
in the case of large firms which keep 
fairly detailed records, the imposition 
of a tax on actual profits results in a 
considerably higher tax burden than 
one which would have been assessed pre- 
sumptively by badly trained, and not 
always honest, tax officials. 

This administrative form of tax dis- 
crimination against the industrial sector 
is especially incongruous side by side 
with the policy of encouraging indus- 
trial investment. While it would be 
unrealistic to expect that increases in in- 
come in the industrial sector would be 
fully translated into increased invest- 
ment, there is evidence that more is 
saved by industrialists than by large 
landholders. For example, in Brazil: 


The new Brazilian industrial entrepreneur 
. . » probably is a less extravagant spender 
than the traditional coffee producer and 
landowner. But he is also subject to the 
social pressure towards higher spending 
which goes hand in hand with living in 
cities and in the English phrase, “ trying 
to keep up with the Joneses.” For the 
small, extraordinarily wealthy Brazilian 
upper class this implies a continuing desire 
to achieve a standard of living which 
matches and in some respects exceeds that 
of the wealthiest groups in highly in- 
dustrialized and developed countries in 
Europe and the United States. 


In a number of countries, such as 
Brazil, where the industrial entrepre- 
neurs were created asa result of a decline 
in income from agriculture, persons with 
large agricultural holdings and with re- 
serves of idle capital were induced to 
participate in industrial development. 


11 Joint Brazil-United States Economic Develop- 
ment Commission, The Development of Brazil, op. 
cit., p. 42. 


NATIONAL TAX JOURNAL 


[Vou. X 


Once their incomes decline, the stick of 
high taxes on large landholders may be 
more effective than the carrot of reduc- 
tions to industrialists. Were it even 
possible to change the tax treatment of 
agriculture to the same basis as industry, 
the cost of carrying idle land—a not 
uncommon practice in Latin America— 
could very well become prohibitive. As 
a result, large landholders might either 
start participating in industrial develop- 
ment or improve the operation of their 
estates. Before any thought is given to 
incentives, it might be well to remedy 
the maldistribution of tax burdens which 
is due to defects in administration. This 
might, indirectly, have the same effect 
as the introduction of incentives. 


The Place of Incentives 


The place of incentives in a badly 
administered system is always hard to 
gauge. Currently, in Latin American 


countries, the tax liability, even in the 
industrial sector, is determined in a hap- 


hazard manner. Conversations with 
visiting tax officials from numerous 
Latin American countries have indicated 
that the current policy with respect to 
business deductions is extremely liberal. 
There is little effort to check up on the 
correctness or the reasonableness of these 
deductions. Under these circumstances, 
sophisticated regulations to liberalize 
certain types of deductions are prema- 
ture. They must be preceded by a 
thorough administrative reform. 


Depreciation 

Even in the event of such a reform, 
depreciation incentives, the most her- 
alded changes in the 1954 Revenue Code 
in the field of traditional incentives, 
hold little immediate promise for Latin 
American countries. Incentives from 
acceleration of depreciation in whatever 
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form, either via the shortening of the 
period over which an asset is written 
down for tax purposes, or conceding 
permission to deduct a larger portion 
of the cost of the asset in earlier years, 
become disproportionately important as 
the depreciation period lengthens. In 
the United States, the length of the 
period over which many industrial as- 
sets must be depreciated is as long as 25 
or 30 years; in the majority of Latin 
American countries, regulations govern- 
ing depreciation for tax purposes permit 
10-year write-offs. It is obvious, that 
other things being equal, there is more 
scope to introduce incentives tied to de- 
preciation when the tax write-off period 
is long. 

But things are not equal in Latin 
America and the United States. The 
average and marginal tax rates on in- 
come are much lower in Latin America, 
hence the incentive is reduced still more. 
Even if these tax rates were raised con- 
siderably, the short write-off period 
would preclude the possibility that the 
incentive would reach the levels con- 
templated in the United States, where 
the mandatory periods are longer. 

Higher rates of discount of present 
income, due to capital scarcity or in- 
flation, still fail to equalize benefits in 
circumstances when the tax rate is low 
and the depreciation period is short, as 
compared to those instances when the 
tax rate is high and the write-off period 
is longer before the incentive is intro- 
duced. For instance, in Case A, when 
the life of assets for depreciation pur- 
poses is reduced from 20 to 5 years, and 
the tax rate and the rate of discount of 
future income are 50 per cent and 8 
per cent, respectively, the excess of the 
present value of accelerated depreciation 
Over conventional depreciation is 15.4 
per cent of the cost of the asset. 
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Actually, if Case A, above, were to 
represent U.S.-type incentives, an al- 
ternative Case B, may be described to 
highlight the contrast with the Latin 
American situation. When asset life is 
shortened for depreciation purposes from 
10 to § years under conditions where the 
tax rate is 25 per cent and the rate of 
discount is 25 per cent, the magnitude 
of the incentive provided by accelerated 
depreciation would amount to 4 per 
cent of the cost of the asset, scarcely 
more than one-fourth of that achieved 
in Case A. 

Actually, the inflation, which in- 
creases the value of current deductions, 
makes it unlikely that depreciation re- 
serves can be used to finance long-range 
investment plans. As long as a high 
rate of inflation continues in Latin 
America, it is extremely unwise to hold 
depreciation reserves in liquid form. 
Unless a tax rebate is phased precisely 
with the need of an enterprise for new 
equipment, it may be invested in en- 
deavors for which no lengthy prepara- 
tion or planning is required, i.e. increased 
inventories or other activities less likely 
to promote industrial growth. 

The peculiar economic realities of 
Latin America require a novel approach 
to depreciation, if this tool is to be used 
at all as an instrument of economic 
policy there. The usual palliative of re- 
valuing assets because of inflationary 
developments has less scope there than 
anywhere else, because it is unlikely that 
the upward trend of prices will stop.” 


12 The upward pressure on prices manifests itself 
in Latin America through pressures on the govern- 
ment to implement development expenditures at all 
times. In periods when the terms of trade for the 
export commodities of Latin American economies im- 
prove, these inflationary pressures are accentuated by 
an increase in domestic purchasing power. During 
periods when terms of trade move against a country, 
the government, which is dependent on revenue from 
import and export taxes, not only loses revenue, but 


(See next page) 
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In the course of an inflationary period, 
the share of the profit-receiving sector 
usually increases, and there is little ex- 
cuse for revaluing assets. 

Asset revaluation is usually recom- 
mended at the end of an inflationary 
period, and can then be defended for 
two reasons. First, when price stabili- 
zation is finally achieved, the share of 
profits or the rate of increase of profits 
in the economy may decline; hence, it 
may be well to temper this decline 
through measures related to the tax sys- 
tem. Second, the revaluation of assets 
may be accompanied by a tax on the 
proceeds of revaluation, which may con- 
tribute to the success of price stabiliza- 
tion. In other words, the government 
may find it reasonable to forego some 
future revenue as a result of increased 
deductions for depreciation of revalued 
assets over a period of time, in exchange 
for immediate tax receipts. Revaluation 
of assets may thus be an effective way 
of borrowing against future revenue in 
time of need. 


The revaluation of assets was permit- 
ted in three Latin American countries. 
Only in Argentina was the legislation 
consistent with economic objectives. In 
Chile, the revaluation of assets had cap- 
ricious effects on depreciation allowances 
and tax liabilities and in Brazil it did 
not affect depreciation allowances at all."* 


The Argentine legislation permitted 
the revaluation of annual depreciation 
allowances rather than assets, roughly 
corresponding to the rise in the price 


generally increases deficits to offset declines in em- 
ployment due to reductions in domestic spending 
power. 

13 Nothing is said here about the equity of revalu- 
ation of assets. The process has capricious effects on 
equity. For a description of shortcomings of alterna- 
tive methods see E. Cary Brown, Effects of Taxation: 
Depreciation Adjustments for Price Changes, Cam- 
bridge, Massachusetts: 1952. 
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level from the date of the acquisition of 
the assets. The benefits of revaluation 
were thus limited to the users, rather 
than potential sellers, of assets, since 
Argentina levies a capital gains tax. 
Another remarkable feature of the Ar- 
gentine legislation is that depreciation 
was limited to movables. Thus the Ar- 
gentine government took special care to 
tailor their revaluation provisions to 
benefit owners of industrial equipment 
rather than holders of improved prop- 
erty. 

Whatever the shortcomings of an 
over-all adjustment for all assets in an 
economy, this legislation contrasts fav- 
orably with numerous Chilean provi- 
sions for the revaluation of assets. There, 
the rather involved provisions, in effect, 
benefited holders of real property more 
than holders of industrial equipment 
and, because of the method of payment 
of the tax on revaluations, gave a tax 
advantage to holders of old versus new 
assets. 

The Brazilian legislation for the re- 
valuation of assets is even more novel. 
In Brazil the revaluation of assets had 
nothing to do with depreciation allow- 
ances; nevertheless, a tax was levied on 
the proceeds of a revaluation. The only 
tax advantages which could conceivably 
result from the revaluing of assets in 
Brazil were to be found in provisions 
which limited the tax-free accumula- 
tion of funds in a corporation. How- 
ever, the introduction of the excess 
profits tax in 1956 may also benefit the 
holders of those assets which were re- 
valued in 1952. 

Current agitation in Latin America 
to revise the basis of depreciation al- 
lowances is generally founded on the 
argument that only net income in an 
economic sense should be subject to the 
tax. Were the emphasis to be shifted 
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to the use of depreciation as an arm of 
fiscal policy rather than equity, a num- 
ber of interesting alternatives would 
open up. In an inflationary economy, 
the present value of future depreciation 
allowances is very low; if inflation is 
coupled with capital scarcity, the dis- 
count rate may reach very high levels. 
Hence, it may be reasonable to bring 
the shortening of the depreciation pe- 
riod to its logical conclusion, namely to 
allow 100 per cent depreciation for all 
newly acquired assets. Of course, this 
move should be accompanied by a cessa- 
tion of all investment allowances based 
on historical cost and by the introduc- 
tion of tax measures to discourage the 
swapping of assets. Under these cir- 
cumstances, the governments of the areas 
concerned could limit incentives only 
to current buyers of assets, rather than 
spread tax remission to persons who 
invested at some prior date and others 
who were likely to channel their profits 
into inventories, speculation, or other 
activities which do not contribute to 
economic development. 


Inventories 


The preceding rather startling sugges- 
tion should not be taken as an indication 
that radically different solutions are re- 
quired in every phase of Latin American 
tax policy. Sometimes the more con- 
servative, tried and true methods may 
be more appropriate for that area. It is 
important, though, that the impact of 
various methods of tax accounting be 
clearly understood before regulations 
are passed. An example, in the case of 
Mexico, of fuzzy thinking on the im- 
portant subject of inventory accounting 
may clarify this point. The Mexican 
legislation provides that inventories must 
be valued at the average cost of goods 
purchased or processed during a given 
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period. The average cost method miti- 
gates the impact of a price rise on an 
enterprise which turns over its inventory 
at a fast rate ** and is in concert with 
the stated policy of the government of 
Mexico to keep inventories down. In 
contravention to the existing legislation, 
the Mexican tax administration has ap- 
proved alternative methods of inventory 
accounting, such as LIFO, which do 
nothing to penalize holders of large or 
increasing inventories during a specu- 
lative flurry caused by inflation. 


Depletion Allowances 


Another facet of the 1954 revision of 
the Internal Revenue Code, the exten- 
sion of percentage depletion allowances 
to more minerals, has also drawn some 
attention in Latin America. Mexico, 
Bolivia and Guatemala have introduced 
depletion allowances patterned on the 
United States example in the course of 
the past two years. 

In most cases, the introduction of a 
depletion allowance had little to do with 
domestic investment. Rather, it was a 
bargaining point between foreign in- 
vestors interested in developing mineral 
resources and the governments con- 
cerned. Many Latin American govern- 
ments have been ambivalent about the 
treatment of such investors. They have 
often welcomed them, then either taxed 
them very heavily, or imposed expensive 
regulations which precluded further in- 
vestment. The depletion allowance is 
only one facet of the complicated inter- 


14 For example, an enterprise which begins with an 
opening inventory of 100 units valued at $100, and 
purchases 500 additional units at $2 in the course of 
the year, is permitted to value its remaining inven- 
tory at $1.83 a unit at the close of the year. An- 
other enterprise whose opening inventory was the 
same, but whose purchases were only 100 more addi- 
tional units at $2 a unit, is permitted to value its 
remaining inventory at only $1.50 a unit. 
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relationship between the burder im- 
posed by tax policy on investors i. heir 
country of origin, the tax structure in 
a given country, and the tax policy of 
countries with deposits of the same 
mineral. 

For a number of Latin American 
countries which are extremely short of 
foreign exchange, and the receipts of 
which could be enhanced considerably 
by the development of mineral deposits, 
the problem of misallocation of re- 
sources due to this subsidy of mineral 
production through the tax system does 
not arise. The feeling predominates 
there that no revenue sacrifice is too 
great to encourage this type of invest- 
ment—at least before the investment is 
made. If the granting or withholding 
of depletion allowances is to be visual- 
ized as a problem in bargaining between 
the government and the investor, past 
developments certainly indicate that the 
advantage is on the side of the investor. 
Countries like Brazil, which reserved 
their oil rights, have not seen much de- 
velopment of fields in the past decade. 


Exemptions 

Maintaining some old forms, and in- 
troducing some new ones in taxation has 
probably less relevance to exemptions 
than any other field of tax policy. The 
literature on exemptions has pointed out 
that these measures have a positive dem- 
onstration effect and, on occasion, can 
be useful as signposts to investors. A 
measure of this sort defies rational 
drafting. 

It is possible that a tax exemption 
program may bring about investment in 
sectors believed to be crucial to an econ- 
omy. This may be due not so much to 
economic effects of the legislation as to 
the fact that certain investment oppor- 
tunities are brought to the attention of 
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entrepreneurs through enumeration in 
the exemption act. It should be clearly 
understood that the experience of Puerto 
Rico with tax exemption legislation has 
little relevance for Latin American coun- 
tries. Puerto Rican exemptions have 
been granted to nonresident investors. 
In the case of Latin American coun- 
tries, the barriers of language, exchange 
restrictions, tariffs, and uncertainties of 
operating under alien legal systems are 
sufficient to preclude massive flows of 
foreign capital through the mere intro- 
duction of exemption legislation. 
Furthermore, in a tax program keyed 
to economic development, exemptions 
have two further shortcomings. The 
consistent need for higher tax receipts 
during a period of economic growth dis- 
courage legislation designed to reduce 
the tax base. Furthermore, difficulties 
in administering exemptions of various 
durations or the segregation of exempt 
and nonexempt income for a firm en- 
gaged in multiple lines of endeavour will 
certainly discourage realistic tax admin- 
istrators from relying on this tool. 


Conclusion 


The least heralded and spectacular 
lesson, but one more important than 
other changes in the Internal Revenue 
Code of 1954 for the Latin American 
countries, has strangely had little im- 
pact on Latin American thinking. It 
will be remembered that the 1954 Act 
once again codified and integrated U.S. 
direct taxes. In Latin America codifi- 
cation and a concerted effort to pro- 
mulgate detailed regulations are probably 
more urgent than any change in legis- 
lation. A beginning in this direction 
was made by Chile, under United Na- 
tions sponsorship, but this effort for 
codification will have to be followed 
through with vast improvements in ad- 
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ministration if it is to be effective. 

The present administrative compe- 
tence of persons charged with the col- 
lection of income and profits taxes does 
not warrant the hope that these taxes 
can be used effectively as a tool of eco- 
nomic policy. This laxness in adminis- 
tration has had its deleterious effect on 
compliance . Hence, even with improved 
administration, it would be inappropri- 
ate to use the income tax as either a 
punitive or a reward giving instrument 
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until compliance improved. 

Given the fairly low effective rates 
of taxation today and the demonstrated 
low levels of incentives which can be 
produced under them, it may, perhaps, 
be practical to orient the reform of the 
tax system towards the punishment of 
noninvestors, rather than the reward of 
investors. A possible avenue for these 
measures, through the reform of the 
definition of taxable income, was pre- 
sented above. 





NTA NOTES 





Notes from the President’s Desk 


The year 1957 was an epochal one in the History of the National Tax Associ- 
ation. During this fiftieth anniversary year a Headquarters Office was established 
at Harrisburg, Pennsylvania, and Mr. Walter J. Kress was appointed as a full- 
time Executive Director. The Association now has the facilities to render a 
greater service to the membership and to the nation. Among other assignments, 
Mr. Kress has taken over most of the duties of the Secretary which for many 
years were performed so well by Mr. Ronald B. Welch. We are deeply indebted 
to Ronald Welch: for his devoted and efficient service. Fortunately, the Associ- 
ation will be able t» continue to profit from his wide knowledge of its affairs 
through his membership on the Executive Committee. The office of Secretary 
has been continued largely as an honorary position, and Mr. Leo Mattersdorf will 
serve in this capacity during the coming year. 


In accordance with the plans for expanding the services of the Association, 
President J. L. Reuther last summer appointed a committee to study the im- 
portant problem of financing primary and secondary education. Mr. Roger 
Freeman, who is eminently qualified in this field, will serve as Chairman of the 
Committee. The Committee held its initial meeting at the Conference in Colum- 
bus and made preliminary plans for attacking the problem. Other special study 
committees held meetings at Columbus, and it is expected that some of them will 
have final reports during the coming year. Additional special study committees 
will be set up as the opportunity for service becomes apparent. 


Although the National Tax Association is in excellent financial condition, it 
was obvious that the expanded program rendered increased financial support and 
a larger membership desirable. Accordingly, President Reuther early in 1957 ap- 
pointed a Membership Committee and requested it to launch an intensive drive 
for new members. Through the splendid assistance of many persons, especially 
our new Executive Director, Walter Kress, approximately twenty-five corporate 
and one hundred individual memberships were added to the roll. The Member- 
ship Committee will be continued in 1958 with Mr. Stanley J. Bowers, Vice 
President of the Association, as Chairman. Members are urged to send to Stanley 
Bowers the names of corporations and individuals who should belong to this 
fine organization. 


Under the able editorship of Professor Lawrence Thompson and with the 
assistance of the Editorial Board, the National Tax Journal maintained its usual 
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high standard of excellence in 1957. This publication, together with the Pro- 
ceedings of the Annual Conference, constitutes a valuable source of information 
in the public finance field, and is widely used in this country and abroad by 
students of taxation. 


The Golden Anniversary Conference which was held at Columbus, Ohio, 
October 21-25 was highly successful. The program was stimulating and in- 
formative; the entertainment was excellent; and last but not least, the food was 
good. For the success of this Conference we are indebted to many people, but 
especially to Mr. Emory Glander, Chairman of the Local Arrangements Com- 
mittee, and Mr. Stanley Bowers, Chairman of the Program Committee. 


Shortly after the gavel sounds to adjourn an annual conference, preparation 
begins for the next one. One of the first duties of an incoming president is to 
appoint the Program Committee and the Local Arrangements Committee for 
the next conference. These Committees will be set up by the end of December 
and will begin work soon thereafter. The 1958 Conference will be held at the 
beautiful new Sheraton Hotel in Philadelphia, October 27-31. 


The Executive Committee meets at least four times each year, and the 
first meeting in 1958 will be held at the Penn Harris Hotel in Harrisburg, Penn- 
sylvania, on Thursday and Friday, January 23 and 24. By meeting in Harris- 
burg, the members of the Executive Committee will have an opportunity to visit 
our recently established Headquarters Offices. Members and other friends of 
the Association are invited to visit the Headquarters Office when in Harrisburg. 


H. KENNETH ALLEN, President 


Golden Anniversary Conference absentees 
The attendance at the Golden Anniversary Conference was excellent. While 


there were many members who regretted their inability to be with us at Colum- 


bus, including several of those who were awarded honorary memberships, there 


were two other member absentees worthy of mention. 


One of these was Mrs. Nina P. Hudson Arnold of Haddam, Connecticut, 
who expressed her regret in a letter. Mrs. Arnold was recently honored at a 
dinner meeting of the Connecticut Chapter of the American Society of Women 
Accountants on the occasion of the formal presentation of its charter. She is 
the first woman in Connecticut and the fifth in the United States to become a 
Certified Public Accountant and, despite her seventy-six years, is still active in 
the profession. 
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The other was Dr. O. Buehler of Munich, Germany. Doctor Buehler, along 
with Mrs. Buehler, made the trip to the United States for the specific purpose 
of attending the Golden Anniversary Conference. He had attended and also 
had taken an active interest in several prior conferences. Unfortunately, he 
suffered a slight heart attack in Philadelphia. From the Bryn Mawr Hospital 
came word Doctor Buehler would like the preliminary program and other in- 
formation concerning the Conference. This was immediately sent to him. 
After the Conference, your Executive Director called on Doctor Buehler and 
gave him material from the Conference which he deeply appreciated. Doctor 
and Mrs. Buehler appeared at the Symposium of Tax Institute in Princeton on 
November 22nd. They were planning to leave for Germany within two weeks. 
He had made a splendid recovery and at that time stated he was planning to 
attend the N.T.A. Conference in Philadelphia next October. 


Financing public education committee 


Chairman Roger Freeman announces a meeting of the recently created 
FINANCING PUBLIC EDUCATION COMMITTEE in the Chicago Office of 
the Illinois Department of Revenue on March 28th and 29th. The meeting 
place was arranged by Eugene L. Maynard, a member of the committee. 


Officers and executive committee members 


The names of the officers and the members of the Executive Committee who 
assumed their duties at the conclusion of the Columbus Conference appear on 
the back cover of this issue of the Journal, and also on the reverse side of the 
membership blank which immediately follows these Notes. In the latter listing, 
the years of expiration of the terms of the Executive Committee Members also 
appear. 

Your Executive Director extends his appreciation to retiring President J. L. 
Reuther and to retiring Secretary Ronald B. Welch for their invaluable assistance 
during the past year. Fortunately, they will both remain as members of the 
Executive Committee. He knows he will continue to have the friendly cooper- 
ation of retiring Executive Committeemen Elkin and Houston. 


Membership 


President Allen has referred to the N.T.A. Study Committees. Their activity 
should stimulate our members in their efforts to get new members. 


PLEASE USE THIS DETACHABLE MEMBERSHIP BLANK. 


WALTER J. Kress, Executive Director 
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NATIONAL TAX ASSOCIATION 
Organized 1907—Incorporated 1930 


OBJECT. The National Tax Association is a non-political, non-sectarian, and 
non-profit-making educational organization. Its object, as stated in its certificate of 
incorporation, is to educate and benefit its members and others by promoting the scien- 
tific study of taxation and public finance; by encouraging research; by collecting, pre- 
serving, and diffusing scientific information; by organizing conferences; by appointing 
committees for the investigation of special problems; by formulating and announcing, 
through the deliberately expressed opinion of its conferences, the best informed thought 
and ripest administrative experience available; and by promoting better understanding 
of the common interests of national, state, and local governments in the United States 
and elsewhere, in matters of ‘taxation and public finance and interstate and international 
comity in taxation. , 


MEMBERSHIPS. The Association welcomes to its membership, for mutual discus- 
sion and deliberation, all who may be interested in taxation and public finance generally. 
Annual dues are: memberships for students in recognized institutions of higher learning, 
$10; memberships for government agencies, schools, and persons receiving more 
one-half of their income from employment by such agencies or schools, $10; member- 
ships for other individuals and unincorporated entities, $25; corporate memberships, 
$100; persons wishing to contribute more liberally to the support of the Association, 
$100 to $1000. 


PUBLICATIONS. The Nationa Tax Journat is published quarterly in March, 
June, September, and December. ProcrEpincs of the annual conferences on taxation 
which are sponsored by the Association are published soon after the meetings. The 
JourNat and the PRocEEDINGs are sent to members without charge. To non-members 
the price of the JouRNAL is $5.00 per year, single numbers, $1.50. The prices of the 
PROCEEDINGS vary; that of the 1956 volume is $10.50. 





Applications for ec p orders for publications, and general in- 


should be addressed to Walter J. Kress, Executive Director, National 
ax Association, 905 Payne-Shoemaker Building, Harrisburg, Pennsylvania. 
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